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Islam bans Muslims from taking or giving interest (the Arabic term for which 
is riba). Technically, riba refers to the addition in the amount of the princi-
pal of a loan according to the period for which it is loaned and the amount. 
While earlier there was some debate as to whether riba relates to interest or 
to excessive interest, there now appears to be a consensus of opinion among 
Islamic scholars that the term extends to all forms of interest. Financial sys-
tems based on Islamic tenets are therefore dedicated to the elimination of 
the payment and receipt of interest in all forms. It is this taboo that makes 
Islamic banks and other financial institutions different in principle from their 
Western counterparts.

Instead, the operations of Islamic financial institutions primarily are based on 
profit-and-loss sharing arrangements. An Islamic bank, for example, does not 
charge interest but rather participates in the yield resulting from the use of 
funds. The depositors also share in the profits of the bank according to a pre-
determined profit-and-loss sharing ratio. There is thus a partnership between 
the Islamic bank and its depositors, on one side, and between the bank and 
its investment clients, on the other, as a manager of depositors’ resources in 
productive uses. This is in contrast with a conventional bank which mainly 
borrows funds with interest on one side of the balance sheet and lends funds 
with interest on the other.

Islam is not the only (or indeed even the first) religion to ban interest. In 
Ancient India, laws based on the Veda, the oldest scriptures of Hinduism, 
condemned usury as a major sin and restricted the operation of interest rates 
(Gopal, 1935; Rangaswami, 1927). In Judaism, the Torah (the Hebrew name 
of the Law of Moses or the Pentateuch, the first five books of the Old Tes-
tament) prohibited usury amongst the Jews and at least one authority sees 
in the Talmud (the Oral Law which supplements the Written Scriptures for 
Orthodox Jews) a consistent bias against ‘the appearance of usury or profit’ 
(Neusner, 1990). Under Christianity, prohibitions or severe restrictions upon 
usury operated for well over 1400 years – longer than Islam has been in oper-
ation as a religion. Generally, these controls meant that any taking of interest 
was forbidden. But gradually only exorbitant interest came to be considered 
usurious and in this particular form, usury laws of some sort preventing ex-
cessive interest, remain in force today in many Western countries (and also 
in some Muslim countries). 

M KABIR HASSAN
MERVYN K LEWIS

Islamic financing: an introduction

The European Journal of Management and Public Policy 
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The question of why Christianity relaxed and eventually retreated from the 
ban on usury, while Islam has not, is an interesting one that does not lend 
itself to a simple answer, revolving around issues relating to the growth in 
trade and commerce, the rise of Protestantism and revisionist interpretations 
of the meaning of interest and usury (Lewis, 1999). What does seem appar-
ent, however, is that in medieval Christianity too much effort was devoted by 
Christian lenders and borrowers to getting around the prohibition on inter-
est, and by the Church to condemning and rooting out the evaders, than to 
finding acceptable non-interest alternatives to usury. In Islam, compliance 
has been left as a matter for the individual (and his Maker), but Islamic intel-
lectuals, jurists and bankers have spent much effort examining the legitimacy 
of particular transactions and formalising procedures which have enabled 
everyday banking, finance and commerce to be conducted on an interest-free 
basis using profit-and-loss sharing techniques.

Although a large number of different contracts feature in Islamic financing, 
certain types of transaction are central: trustee finance (mudaraba); equity 
participation (musharaka) and ‘mark-up’ methods. Mudaraba is a profit 
and risk sharing contract where one party entrusts funds to an investor in 
return for a predetermined share in the profit/loss outcome of the project 
concerned. This principle lies at the heart of the system of Islamic banking 
since most funds are provided to an Islamic bank under such arrangements. 
Under musharaka, on the other hand, there is usually more than one single 
contributor of funds; all of the parties invest in varying proportions and the 
profits or the losses are shared according to their contributions in the project. 
The musharaka involves a more active partnership between entities who pool 
their capital and manage and control the enterprise together, with profits and 
losses divided amongst them according to a prearranged formula. When we 
add to these two the idea of ‘mark-up’, for which there are a great number of 
variants, where assets and other items are acquired for later re-sale or lease 
with a mark-up on purchase price, we have the main ingredients of the Is-
lamic alternatives to having banks borrow and lend with interest.

Profit-sharing arrangements such as mudaraba and musharaka almost cer-
tainly pre-date the genesis of Islam. Business partnerships based on what was 
in essence the mudaraba concept co-existed in the pre-Islamic Middle East 
along with interest loans as a means of financing economic activities (Crone, 
1987; Kazarian, 1991; Cizaka, 1995). Following the birth of Islam, interest-
based financial transactions were forbidden and all finance had to be con-
ducted on a profit-sharing basis. The business partnership technique, utilising 
the mudaraba principle, was employed by the Prophet Muhammad (pbuh) 
himself, when acting as an agent (mudarib) for his wife Khadija, while his 
second successor Umar ibin al-Khattab invested the money of orphans with 
merchants engaged in trade between Medina and Iraq. Simple profit-sharing 
business partnerships of this type continued in virtually unchanged form over 
the centuries, but they did not develop into vehicles for large-scale investment 



3
Hassan, Lewis: Islamic financing: an introduction

involving the collection of large amounts of funds from large numbers of in-
dividual savers. This development did not happen until the growth of Islamic 
financial institutions.
Thirty years ago Islamic banking was virtually unknown. Since the mid-
1970s, it has expanded so that at present there are about 70 countries en-
compassing most of the Muslim world, which have some form of Islamic 
financial institutions operating. In Pakistan, Iran and Sudan, all banks oper-
ate under Islamic financing principles. Elsewhere, in the mixed systems, the 
Islamic banks are in the minority and operate alongside conventional banks. 
This includes locations as diverse as Australia, the Bahamas, Canada, Cayman 
Islands, Denmark, Guernsey, Jersey, Ireland, Luxembourg, Switzerland, the 
United Kingdom, the United States and the Virgin Islands. In all, there are 
over 180 dedicated Islamic banks and financial institutions in operation. Their 
number is increasingly swelled by conventional international banks offering 
specialised Islamic ‘windows’ for Muslim customers who want their business 
with the banks conducted in an Islamic-acceptable way. Whilst hard figures 
are difficult to ascertain, the Islamic finance industry is said to have $200 bil-
lion to $250 billion in assets under management, expanding at a growth rate 
of 10-15 per cent per annum (Finance and Investment, 2004).
Development of the Islamic finance industry is usually dated from the crea-
tion of the Islamic Development Bank, although there were a number of ex-
periments with Islamic banking prior to then in India, Pakistan and Egypt 
(Lewis and Algaoud, 2001). The Islamic Development Bank, based in Jeddah, 
was the first Islamic financial institution to benefit from the inflow of oil-re-
lated wealth. Established in 1974 with the support of the Saudi Arabian gov-
ernment and the Organization of Islamic Countries (OIC) it is primarily an 
intergovernmental bank aimed at providing funds for development projects 
in member countries, and provides fee-based financial services and profit-
sharing financial assistance to member countries. Operations are free of in-
terest and are explicitly based on Islamic principles. Its present membership 
comprises 55 countries, but the majority share ownership is held by Saudi 
Arabia, Kuwait, UAE and Libya. Despite the IDB’s multilateral origins, it gave 
momentum to the Islamic banking movement generally, being followed soon 
afterwards by both private and government institutions. 
It is thus highly appropriate that the first article in this collection is con-
tributed by Munawar Iqbal, Chief of Research, Islamic Banking and Finance 
Division of the Islamic Development Bank. From this perspective, Dr Iqbal 
provides a valuable overview of the current position of Islamic financing at 
a global level, covering developments in banking, investment funds, and the 
Islamic international financial institutions. He argues that the distinctive fea-
ture of Islamic banks comes from the risk-sharing arrangements, contract-
ing methods, and the ‘ethical investment’ rules applied to financing activi-
ties. But there are also important differences in performance. Case studies are 
provided of banks in a number of regions and a comparison is made of the 
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growth performance of selected groupings of Islamic and conventional banks. 
It is found that Islamic banks both maintained a higher capital to assets ratio 
than conventional banks over the period studied (1990-1997) and used their 
resources more efficiently as indicated by the deployment of funds and the re-
turn on equity. These results have found confirmation in a similar study with 
more recent data examining the performances of 43 Islamic banks worldwide 
over the 1994-2001 period (Hassan and Bashir, 2004). While Islamic bank 
profitability depends on a host of internal bank specific and external macro-
economic characteristics, those Islamic banks with high capital and loan-to-
asset ratios are shown to exhibit higher profitability.

What Iqbal calls the ‘moral dimension’ (or ethical investment aspect) of Is-
lamic financing is of special significance in the case of Islamic investment 
funds. The main question from the Islamic point of view is whether invest-
ments in international equity markets are acceptable under shari’a (Hassan, 
2001). There is no doubt that enterprises dealing in the supply, manufacture 
or service of products prohibited by Islam (haram), such as riba, pork, alco-
hol, gambling, etc. cannot be acceptable. But companies which are not in-
volved in the above haram activities can be considered acceptable. The main 
objection against them is that in their own internal accounting and financial 
dealings they lend and borrow from riba banks and other institutions, even 
though the fact remains that their main business operations do not involve 
prohibited activities. Essentially, non-Muslim entities cannot be expected to 
work under the Islamic code of conduct, and in any case only a negligible 
amount of interest may be involved. In this case, if some income from inter-
est-bearing accounts is incorporated, the proportion of such income in the 
dividends paid to the Islamic shareholders must be given by them to charity. 
For example, if 5 per cent of the whole income of a company has come from 
interest-bearing returns, 5 per cent of the dividend must be given to charity. 
This process is known as ‘purification’.

However, there still remains the process of ‘screening’ to identify those compa-
nies the activities of which might be considered unacceptable from an Islamic 
point of view. Obtaining such information could be costly for an individual 
fund, but has been made less so by the creation in February 1999 of the Dow 
Jones Islamic Market Index (DJIM), launched in Bahrain, and in November, 
1999 of the Financial Times Islamic Index Series, of which there are now 
five FTSE Islamic indices (Global, Americas, Europe, Pacific Basin and South 
Africa). These indices were followed by the Malaysian Kuala Lumpur Syariah 
Index aimed at investors who follow Islamic investment guidelines, and they 
classify quoted companies according to a number of screens. After removing 
companies with unacceptable core business activities, the remaining list is 
tested by a financial-ratio ‘filter’, the purpose of which is to remove companies 
with an unacceptable debt ratio. Both indices use a debt/asset ratio of less 
than one-third, while the DJIM uses two additional filters: accounts receiv-
able/total assets must be less than 49 per cent and interest income/operating 
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income must be less than 10 per cent. Both series report a dividend cleansing/
impure income figure. Here ‘tainted dividend’ receipts relate to the portion, if 
any, of a dividend paid by a constituent company that has been determined to 
be attributable to activities that are not in accordance with shari’a principles 
and therefore should be donated to a proper charity or charities. However, 
such cleansing cannot be counted as part of zakat obligations. In this, and 
other matters, compilers of the indices are advised by shari’a scholars.

There are obvious parallels in this selection process with the ethical invest-
ment movement that operates in the West. A number of investment advisers 
in Western countries have been providing investment advice for over three 
decades to clients who wish to invest in ethical unit trusts (mutual funds), 
that is, those investment funds which do not invest in the shares of compa-
nies trading in tobacco, alcohol, gambling, or arms. The main difference is 
that the determination of whether an investment is ethical or unethical is 
made by the fund managers, based on information received from various 
professional bodies. In the case of Islamic investment funds, the investment 
firms must use a shari’a management process, overseen by a shari’a advisory 
board for each fund, comprising scholars, jurists and professionals who en-
sure that funds are being invested Islamically. This board is responsible for 
portfolio purification, screening and monitoring stocks, overseeing manage-
ment fees, fund documentation and the collection and distribution of zakat 
(almsgiving).

Until now, there has been no systematic examination of the performance of 
the Islamic funds. Said Elfakhani, Yusuf Sidani and Omar Fahel in the second 
article in this collection provide such an examination comparing a sample of 
46 Islamic mutual funds, classified into eight sector-based categories, against 
an overall Islamic index and a conventional one. Over the whole period stud-
ied, from 1997 to 2002, it was found that the behaviour of Islamic mutual 
funds does not differ markedly from that of conventional funds, with some 
Islamic funds over-performing their benchmarks and others under-perform-
ing, as would be expected for a portfolio of different fund types. One in-
teresting discovery is the strong performance of the Islamic funds over the 
recession period, leading the authors to suggest that conventional investors 
might want, on these grounds alone, to consider the Islamic funds in their 
portfolio collection. 

The other three papers in this special issue also deal with different aspects of 
the ethical or moral dimension of Islamic financing. A prohibition on games 
of chance is explicit in the Holy Qur’an which uses the word maysir for games 
of hazard, implying that the gambler strives to amass wealth without effort, 
and the term is now applied generally to all gambling activities. Gambling in 
all its forms is forbidden in Islamic jurisprudence. Along with explicit forms 
of gambling, Islamic law also forbids any business activities which contain 
any element of gambling (Siddiqi, 1985). The shari’a determined that in the 
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interests of fair, ethical dealing in commutative contracts, unjustified enrich-
ment through games of pure chance should be prohibited. 

Economic transactions involving elements of speculation, gharar (literally 
‘hazard’) are also condemned by Islam. In business terms, gharar means to 
undertake a venture blindly without sufficient knowledge or to undertake an 
excessively risky transaction, although minor uncertainties can be permitted 
when there is some necessity. In a general context, the unanimous view of 
the jurists holds that in any transaction, by failing or neglecting to define any 
of the essential pillars of contract relating to the consideration or measure of 
the object, the parties undertake a risk which is not indispensable for them. 
Such risk is deemed unacceptable and tantamount to speculation due to its 
inherent uncertainty. 

Speculative transactions with these characteristics are therefore prohibited. 
This prohibition applies in a number of circumstances such as when the seller 
is not in a position to hand over the goods to the buyer or when the subject 
matter of the sale is incapable of acquisition, that is, short-selling. Speculative 
business such as buying goods or shares at low prices and selling them for 
higher prices in the future is considered to be illicit. Gharar applies also for 
investments such as trading in futures on the stock market; indeed, gharar is 
present in all future sales in the eyes of many Islamic jurists.

In the third paper in this collection, Obiyathulla Bacha summarises the main 
rulings by jurists of Islamic law on the question of futures and option con-
tracts. Sunni legal doctrine has four main schools, each with its own system 
of theory and applications of law, although each recognises the legitimacy of 
the others. The four orthodox schools are the Hanafi (rationalist), the Maliki 
(traditionalist), the Hanbali (fundamentalist) and the Shafii (moderate). The 
Hanafi school is followed by the majority of sunni Muslims in Lebanon, Iraq, 
Syria, Turkey, Afghanistan, Pakistan, Bangladesh and in various places in In-
dia. The Moors who ruled Spain were followers of the Maliki school which, 
nowadays, is found mostly in Africa. The Hanbali school is predominant in 
Saudi Arabia. Followers of the Shafii school today are found extensively in 
South East Asia. It would seem that the rulings of scholars based in Malaysia 
are more permitting of futures and options than those emanating from Jed-
dah. The overriding concern of those who do not consider them permissible 
would appear to be that their use encourages speculative behaviour.

This absence of a consensus amongst jurists on the permissibility of deriva-
tives creates a problem for Islamic fund managers and those enterprises with 
risks from equities and currency positions. It is against this background that 
Bacha proposes the establishment of an Islamic Equity Guarantee Corpora-
tion, dedicated to selling partial equity portfolio insurance to Islamic mutual 
funds in an Islamic-acceptable way. As well as restricting the portfolio insur-
ance hedge to be a partial rather than a total hedge, the viability of the pro-
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posal depends on the ability to spread portfolio risks across a range of Islamic 
assets and a variety of Muslim countries. 
The need for insurance services to be Islamic-acceptable is not confined to 
portfolio insurance and hedging. It also applies to all forms of insurance, 
since the rejection of gharar has led to the condemnation of some or all types 
of insurance by Muslim scholars, on the grounds that insurance involves an 
unknown risk. Further, an element of maysir arises as a consequence of the 
presence of gharar. From the viewpoint of Islamic law, there are three main 
problems with conventional, especially life insurance (Lewis, 2003). First, it 
violates the prohibition of gharar (uncertainty) since the benefits to be paid 
depend on the outcome of future events that are not known at the time of 
signing the contract. This prohibition in particular nullifies a conventional 
whole-of-life policy contract because this type of policy is based on a time 
frame, the lifetime of the insured, which is not known and cannot be known 
until the event (death) itself occurs. Second, insurance is regarded as maysir 
(gambling) because policyholders are held to be betting premiums on the 
condition that the insurer will make payment (indemnity) consequent upon 
the circumstances of a specified event. For example, when policyholders take 
out a pure endowment policy they are taking a gamble that they will still be 
alive by the end of the term of the policy to receive the benefits stated in the 
contract. Third, in addition, many forms of life insurance are merely thin-
ly disguised investment methods and the majority of insurance companies 
conduct their business by investing collected premiums and reinsuring with 
other insurers, thereby contravening the Islamic laws regarding riba along 
with gharar and maysir. 
These concerns have led to the development of takaful (cooperative) insur-
ance, based on Islamic principles. There are now over 50 companies operating 
in 22 countries providing takaful services (Lewis, 2004). These companies can 
be seen as constituting the third main plank of the Islamic finance industry, 
alongside Islamic banks and Islamic investment funds. By far the country in 
which Islamic insurance is growing most rapidly is Malaysia. The perform-
ance of the takaful companies in Malaysia is the subject of the fourth article 
in this issue. 
Hairul Annuar, Saifal Rosly and Hafiz Rashid in their article examine the dif-
ferent types of takaful contracts on offer, a distinctive feature of Malaysia 
being the significance of family takaful (the Islamic equivalent of life insur-
ance) in the expansion of takaful in the Malaysian insurance market. The 
authors study the performance of the Malaysian Islamic insurance companies 
in terms of income, expenditure, profit, return on equity, zakat contributions, 
and the composition of the balance sheet. Their comparison also reveals that 
sharia board rulings have influenced how certain management expenses are 
treated in the accounts, and the two takaful companies have adopted differ-
ent conventions with respect to agency costs. This is because Muslim jurists 
are divided over the issue of how to treat al-wakalah (agency) arrangements 
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in takaful. In Malaysia, a majority of Muslims usually conform to the Shafii’s 
view on devotional matters. However, on matters that concern business trans-
actions (muamalat), Muslims tend to take various views including from the 
other schools and this diversity has found reflection in the accounting poli-
cies of the insurance companies. Nevertheless, despite these different inter-
pretations, the shar’ia supervisory boards play a key role in ensuring that the 
operations of Islamic financial institutions remain within the overall guide-
lines provided by the Holy law of Islam.
In the final article in this special issue, Habib Ahmed, of the Islamic Develop-
ment Bank, considers the role of Islamic banking in economic development. 
Whilst Islamic banking derives its specific raison d’etre from the elimination 
of interest in banking operations, there has always been the belief that there is 
more to Islamic banking, such as its contribution to economic development; 
to a more equitable distribution of income and wealth, and increased equity 
participation in the economy (Chapra, 1982). One of the most noteworthy 
developments in policies towards poverty alleviation that has taken place 
in recent decades is the growth in institutions providing ‘microfinance’. The 
Grameen Bank in Bangladesh is undoubtedly the most well-known of these. 
Some Islamic institutions have also been established for the same purposes. 
The author argues that Islamic banks have a special role to play in comple-
menting and expanding this agenda and he draws on the experience of the 
Islamic Bank Bangladesh to illustrate this potential.
Overall, the five articles demonstrate that Islamic financing is an evolving 
area, and that product innovation within shari’a guidelines is the key element 
governing the future of Islamic financing. The formation of the system of 
Islamic banking thirty years ago was a path-breaking innovation that showed 
Muslims how they could undertake banking and finance, whilst maintaining 
faith with their religious convictions. In effect, Islam developed instruments 
and systems that have allowed those wishing to avoid riba and engage in 
banking to do so in ways consistent with shari’a. Islamic investment trusts, 
takaful insurance, Islamic microfinancing and the search for new ways of 
managing risks – all of which have been examined here – illustrate that this 
process of innovation in Islamic financing is continuing.
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Abstract

Theoretical arguments and models developed by Islamic economists and the successful 
practice of hundreds of institutions in heterogeneous conditions testify to the viability of 
Islamic banking. This paper explains how Islamic banking works and what it offers as an 
alternative model of financial intermediation. The paper examines its distinguishing fea-
tures, its strengths and its weaknesses. It also evaluates the performance of Islamic banks 
and compares it with conventional banks. It is found that based on objective criteria, 
Islamic banking out-performs conventional banking in most areas.

1. Introduction

1.1 Why is Islamic Banking needed?

In any economy, there is a need to transfer funds from savers to investors 
because people who save are frequently not the same people who have the 
ability to exploit the profitable investment opportunities, i.e., they are not 
entrepreneurs. This function is performed through the process of financial 
intermediation in the financial markets. Financial intermediation enhances 
the efficiency of the saving/investment process by eliminating the mismatches 
inherent in the needs of surplus and deficit units of an economy. The surplus 
units are often small households, which save relatively small amounts and the 
deficit units are the firms who often need relatively large amounts of cash. 
Financial intermediaries remove this size mismatch by collecting the small 
savings and packaging them to make them suitable to the needs of the users. 
In addition, users of funds in general need funds for relatively long-term de-
ployment, which cannot be met by individual suppliers of funds. This creates 
the mismatch in the maturity and liquidity preferences of individual savers 
and users of funds. The intermediaries resolve the conflict, again by pooling 
the small funds. Moreover, the risk preferences of small suppliers and large 
users of funds are also different. It is often considered that small savers are 
risk averse and prefer safer placements whereas the fund users deploy the 
funds in risky projects. Therefore, the funds cannot be directly supplied. The 
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role of the intermediary again becomes crucial. They can substantially reduce 
this risk through portfolio diversification. Furthermore, small savers cannot 
efficiently gather information about investment opportunities. Financial in-
termediaries are in a much better position to collect such information, which 
is crucial for making the investment successful.
The role and functions of banks outlined above are indeed highly useful and 
socially desirable, but unfortunately, interest plays a central role in each of 
these functions. Islamic financial intermediation endeavours to replace inter-
est by partnership between owners of capital and human resources (entrepre-
neurs) on the basis of profit sharing as a basic form of co-operation between 
capital and entrepreneur. The functions that the banks perform are important 
whether the economy concerned is secular or Islamic. People need banking 
services. However, conventional banks perform their borrowing and lend-
ing activities and most other functions on the basis of fixed interest. In an 
Islamic economy, both giving and taking of interest is prohibited. Now, since 
the banking services are needed but interest is prohibited, Islamic economies 
have to find alternative ways of performing various banking functions. This 
requirement provides the rationale of Islamic banking.
Islam fully recognises the useful role that financial intermediation can play. 
However, in Islam the concept of financial intermediation is interwoven with 
the production and exchange of real goods and services. Historically, the role 
of a financial intermediary in the Islamic economy is found in the principle 
of al mudarib udarib; a practice which has existed in Islamic history since 
early centuries. It can be expressed as, “the one who mobilises funds, on a 
profit-sharing basis and extends these funds to the users on the same basis”. In 
the early Islamic period, most caravan trades were financed by mudarabah 
(trust financing) and money transfer (suftaja) was quite common amongst 
businessmen. Islamic scholars consider the earning of profits from an inter-
mediary role as a genuine occupation.

1.2 How Islamic Banking Works
An Islamic bank is a deposit-taking banking institution whose scope of ac-
tivities includes all currently known banking activities, excluding borrowing 
and lending on the basis of interest. On the liabilities side, it mobilises funds 
on the basis of a mudarābah or wakālah (agent) contract. It can also accept 
demand deposits which are treated as interest-free loans from the clients to 
the bank and which are guaranteed. On the assets side, it advances funds 
on a profit-and–loss sharing or a debt-creating basis, in accordance with the 
principles of the Shari’ah. It plays the role of an investment manager for the 
owners of time deposits, usually called investment deposits. In addition, eq-
uity holding as well as commodity and asset trading constitute an integral 
part of Islamic banking operations. An Islamic bank shares its net earnings 
with its depositors in a way that depends on the size and date-to-maturity of 
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each deposit. Depositors must be informed beforehand of the formula used 
for sharing the net earnings with the bank.

An Islamic bank, like other banks, is a company whose main business is to 
mobilise funds from savers and supply these funds to businessmen/entrepre-
neurs. It is organised as a joint stock company with the shareholders sup-
plying the initial capital. The functions of Islamic banks and other financial 
intermediaries are similar to their conventional counter-parts. Muslim econo-
mists have shown that there are alternative Islamic modes through which 
these functions can be performed. In fact, they have shown that Islamic mod-
els can perform these functions better.

Several theoretical studies of Islamic banking and finance introduced a pure 
profit-sharing model and compared it with a pure interest-based model. 
While Islamic banks are expected to mix profit-sharing with debt-creating 
modes, the pure profit-sharing model is useful as a comparative approach. 
Several scholars have argued that a system, which is based on profit sharing, 
is not only viable, but also carries with it many advantages which make it 
superior to an interest-based one. (For more detailed discussions of various 
points see Chapra, 1985 and Mirakhor, 1997).

i) The allocation of financial resources on the basis of profit-and-loss sharing 
gives maximum weight to the profitability of the investment, whereas an 
interest-based allocation gives it to credit worthiness. We can expect the 
allocation made on the basis of profitability to be more efficient than that 
made on the basis of interest.

ii)  A system based on profit sharing would be more stable compared to one 
based on a fixed interest rate on capital. In the first, the bank is obliged 
to pay a fixed return on its obligations regardless of their fate, should 
the economic conditions deteriorate. In the latter, the return paid on the 
bank’s obligations depends directly on the returns of its portfolio of assets. 
Consequently, the cost of capital would adjust itself automatically to suit 
changes in production and in other business conditions. Furthermore, any 
shock, which might befall the obligations’ side of the balance sheet, would 
be automatically absorbed. This flexibility not only prevents the failure of 
the enterprises seeking funds, but also ensures the existence of a necessary 
harmony between the firm’s cash flow and its repayment obligations, that 
element which enables the financial system to work smoothly.

iii)  Since bank assets are created in response to investment opportunities in 
the real sector of the economy, the real factors related to the production 
of goods and services (in contrast with the financial factors) become the 
prime movers of the rates of return to the financial sector.

iv) The transformation of an interest-based system into one based on profit-
sharing helps achieve economic growth as this results in increasing the 
supply of venture or risk capital and, consequently, encourages new project 
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owners to enter the realm of production as a result of more participation 
in the risk-taking.

In addition to these theoretical arguments, empirical evidence also confirms 
the superiority of Islamic over conventional banking. Some of this evidence 
is reviewed later in the paper.
While a conventional bank uses the rate of interest for both obtaining funds 
from savers and supplying these funds to businessmen, an Islamic bank per-
forms these functions using various financial products compatible with the 
Islamic law. A large number of such products are now available. Some of 
these have been briefly described below.

Liabilities side

On the resource mobilisation side, an Islamic bank uses either the contract 
of mudarabah or wakalah with the fund owners. Under the first contract, the 
net income of the bank is shared between shareholders and the investment 
deposit holders according to a predetermined profit sharing formula. In the 
case of loss, the same is shared in proportion to the capital contributions. 
As far as the nature of investment deposits are concerned, these could be 
either general investment deposits that enter into a pool of investment funds 
or specific investment accounts in which deposits are made for investment 
in particular projects. In addition, there are current accounts that are in the 
nature of an interest-free loan to the bank. The bank guarantees the principle 
but pays no profit on these accounts. The bank is allowed to use these depos-
its at its own risk.
In the case of a wakalah contract, clients give funds to the bank that serves 
as their investment manager. The bank charges a predetermined fee for its 
managerial services. The profit or loss is passed on to the fund providers after 
deducting such a fee. This is the case of Fund Management, an activity that 
Islamic financial institutions are increasingly getting into.

Assets side

On the assets side, the bank uses a number of financial products for provid-
ing finance to businesses, none of which involves interest. Some of these are 
described below:

I. Mudarabah (Passive Partnership)

This is a contract between two parties: a capital owner (rabb al-mal) and an 
investment manager (mudarib). Profit is distributed between the two parties 
in accordance with the ratio that they agree upon at the time of the contract. 
Financial loss is borne by the capital owner; the loss to the manager being the 
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opportunity cost of his own labour, which failed to generate any income for 
him. Except in the case of a violation of the agreement or default, the invest-
ment manager does not guarantee either the capital extended to him or any 
profit generation. Some other important features of the mudarabah contract 
include:
• While the provider of capital can impose certain mutually agreed condi-

tions on the manager he has no right to interfere in the day-to-day work of 
the manager.

• Mudarabah is one of the fiduciary contracts (uqud al-amanah). Mudarib 
is expected to act with utmost honesty, otherwise he is considered to have 
committed a grave sin (in addition to worldly penalties). This has important 
implications for the moral hazard problem.

• The liability of the rabb al-mal is limited to the extent of his contribution to 
the capital and no more. 

• The mudarib is not allowed to commit the mudarabah business for any sum 
greater than the capital contributed by the rabb al-mal.

• All normal expenses related to mudarabah business, but not the personal 
expenses of the mudarib, can be charged to the mudarabah account.

• No profit distribution can take place (except as an ad hoc arrangement, and 
subject to final settlement), unless all liabilities have been settled and the 
equity of the rabb al-mal restored.

As a mode of finance applied by Islamic banks, on the liabilities side, the 
depositors serve as rabb-al-mal and the bank as the mudarib. Mudarabah 
deposits can be either general, which enter into a common pool, or restricted 
to a certain project or line of business. On the assets side, the bank serves as 
the rabb-al-mal and the businessman as the mudarib (manager). However the 
manager is often allowed to mix the mudarabah capital with his own funds. 
In this case profit may be distributed in accordance with any ratio agreed 
upon between the two parties, but the loss must be borne in proportion to 
the capital provided by each of them.

II. Musharakah (Active Partnership)

A musharakah contract is similar to mudarabah, with the difference that in 
the case of musharakah both partners participate in the management and 
provision of capital and also share in the profit and loss. Profits are distrib-
uted between partners in accordance with agreed ratios, but the loss must be 
distributed in proportion to the share of each in the total capital.

III. Diminishing Partnership

This is a contract between a financier (the bank) and a beneficiary in which 
the two agree to enter into a partnership to own an asset, but on the condi-
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tion that the financier will gradually sell his share to the beneficiary at an 
agreed price and in accordance with an agreed schedule.

IV. Bay’ Murabahah (Sales Contract at a Profit Mark-up)

In the classical fiqh literature, there is a sales contract called bay’ mu’ajjal 
which refers to sale of goods or property against deferred payment (either in 
lump sum or instalments). Bay’ mu’ajjal need not have any reference to the 
profit margin that the supplier may earn. Its essential element that distin-
guishes it from cash sale is that the payment is deferred. Strictly speaking, the 
deferred payment can be higher than, equal to or lower than the cash price. 
In practice, however, this sale takes the form of bay’ al-murabahah, which 
stands for the supply of goods or property by the seller to the buyer at cost 
plus a specified profit margin mutually agreed between them.

Islamic banks now use this contract as a mode of finance in the following 
manner. The client orders an Islamic bank to purchase for him a certain com-
modity at a specific cash price, promising to purchase such commodity from 
the bank once it has been bought, but at a deferred price, which includes an 
agreed upon profit margin called mark-up in favour of the bank.

Thus, the transaction involves an order accompanied by a promise to pur-
chase and two sales contracts. The first contract is concluded between the 
Islamic bank and the supplier of the commodity. The second is concluded 
between the bank and the client who placed the order, after the bank has 
possessed the commodity, but at a deferred price, that includes a mark-up. 
The deferred price may be paid as a lump sum or in instalments. In the con-
tract between the Islamic bank and the supplier, the bank often appoints the 
person placing the order (the ultimate purchaser) as its agent to receive the 
goods purchased by the bank.

V. Ijarah (Leasing)

In the simple lease contract the usufruct generated over time by an asset, 
such as machinery, airplanes, ships or trains is sold to the lessee at a predeter-
mined price. This is called an operating lease, as against a finance lease. The 
operating lease has a number of features that distinguish it from other forms 
of leasing. Firstly, the lessor is himself the real owner of the leased asset and, 
therefore, bears all the risks and responsibilities of ownership. All defects, 
which prevent the use of the equipment by the lessee, are his responsibility, 
even though it is possible to make the lessee responsible for the day-to-day 
maintenance and normal repairs of the leased asset. Secondly, the lease is not 
for the entire useful life of the leased asset but rather for a specified short-
term period (for a month, a quarter, or a year) unless renewed by mutual 
consent of both the parties. 
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VI. A Lease Ending in the Purchase of the Leased Asset

Since the entire risk is borne by the lessor in the operating lease, there is a 
danger of misuse of the leased asset by the lessee. The financial lease helps 
take care of this problem by making the lease period long enough (usually the 
entire useful life of the leased asset), to enable the lessor to amortize the cost 
of the asset with profit. At the end of the lease period the lessee has the option 
to purchase the asset from the lessor at its market value at that time. The lease 
is not cancellable before the expiry of the lease period without the consent of 
both the parties. There is, therefore, little danger of misuse of the asset.

A financial lease has other advantages too. The leased asset serves as security 
and, in case of default on the part of the lessee, the lessor can take possession 
of the equipment without a court order. It also helps reduce the lessor’s tax 
liability due to the high depreciation allowances generally allowed by tax laws 
in many countries. The lessor can also sell the equipment during the lease 
period such that the lease payments accrue to the new buyer. (The new buyer 
has to agree to continue the lease on the conditions previously agreed unless 
the lessee willingly agrees to any new conditions). This enables the lessor to 
get cash when he needs liquidity. This is not possible in the case of a debt 
because, while the shari’ah allows the sale of physical assets, it does not allow 
the sale of monetary debts except at their nominal value.

Some of the fuqaha’ have expressed doubts about the permissibility of finan-
cial lease. The rationale they give is that the long-term and non-cancellable 
nature of the lease contract shifts the entire risk to the lessee, particularly if 
the ‘residual’ value of the asset is also fixed in advance. The end result for 
the lessee may turn out to be worse than the outright purchase of the asset 
through an interest-bearing loan. A financial lease has thus the potential of 
becoming more exploitative than outright purchase. Suppose the lease con-
tract is for five years. The lessee would have to continue making lease pay-
ments even if he no longer needs the asset, say, after two years. In the case of 
a purchase through an interest-bearing loan, the purchaser can sell the asset 
in the market and repay the loan, thus reducing his loss. This he cannot do 
in a financial lease. If he is unable to make the lease payments, he may lose 
his stake in the asset even though he has paid a part of the asset price beyond 
the rental charge he would normally pay in an operating lease.

However, there are fuqaha’ who consider financial lease to be permissible 
if certain conditions are satisfied. Firstly, the lessor must bear the risks of 
leasing by being the real owner of the leased asset. He cannot lease what he 
does not own and possess, and should be responsible for all the risks and 
responsibilities related to ownership. Therefore, a leasing contract where the 
lessor acts only as an intermediary between the supplier and the lessee and 
plays the role of only a financier, with ownership of the asset being nothing 
more than a legal device to provide security for repayment of the loan and 
legal protection in case of default, is not allowed. In this case the lessor leases 
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an asset before buying it and taking possession of it, and receives a reward 
without taking any risk. Secondly, lease payments cannot start until the lessee 
has actually received possession of the leased asset and can continue only as 
long as it remains usable by him. Thirdly, all manufacturing defects and later 
damages which are beyond the control of the lessee, should be the lessor’s 
responsibility. Some of these can be insured against, but this has to be done 
by the lessor at his own cost. The lessee can, however, be made responsible 
for the proper upkeep and maintenance of the leased asset. 

As a form of financing used by Islamic banks in practice, the contract takes 
the form of an order by a client to the bank, requesting the bank to purchase 
a piece of equipment, promising, at the same time, to lease it from the bank 
after it has been purchased. Rent instalments are calculated in such a manner 
as to include, in reality, recovery of the cost of the asset plus the desired profit 
margin. Thus, this mode of financing includes a purchase order, a promise 
to lease, and a leasing contract with a provision to transfer ownership of the 
leased asset to the lessee at the end of the lease agreement. This transfer of 
ownership is made through a new contract, in which the leased asset is either 
given to the lessee as a gift or is sold to him at a nominal price at the end of 
the lease agreement. According to a decision of the OIC Fiqh Academy, this 
second transfer-of-ownership contract should be signed only after termina-
tion of the lease term, on the basis of an advance promise to affect such a 
transfer of ownership to the lessee. 

VII.  Al-Istisna’(Contract of Manufacture) and Al- Istisna’ Al-Tamwili (Financ-
ing by Way of Istisna’)

Al-Istisna’ is a contract in which a party orders another to manufacture and 
provide a commodity, the description of which, delivery date, price and pay-
ment date are all set out in the contract. According to a decision of the OIC 
Fiqh Academy, this type of contract is of a binding nature and the payment 
of the price could be deferred.

Al-Istisna’ Al-Tamwili, which is used by Islamic banks, consists of two separate 
istisna’ contracts. The first is concluded between the beneficiary and the bank, 
in which the price is payable by the purchaser in future, in agreed instalments 
and the bank undertakes to deliver the requested manufactured commodity 
at an agreed time. The second istisna’ contract is a subcontract concluded 
between the bank and a contractor to manufacture the product according to 
prescribed specifications. The bank would normally pay the price in advance 
or during the manufacturing process in instalments. The latter undertakes to 
deliver the product to the bank on the date prescribed in the contract, which 
is the same date as that stated in the first istisna’ contract. The original pur-
chaser (i.e., the bank’s client) may be authorised to receive the manufactured 
commodity directly from the manufacturer.
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VIII. Salam

Salam is a sales contract in which the price is paid in advance at the time of 
contracting, against delivery of the purchased goods/services at a specified 
future date. Not every commodity is suitable for a salam contract. It is usually 
applied only to fungible commodities.
Islamic banks can provide financing by way of a salam contract by entering 
into two separate salam contracts, or one salam contract and an instalments 
sale contract. For example, the bank could buy a commodity by making an 
advance payment to the supplier and fixing the date of delivery as the date 
desired by its client. It can then sell the commodity to a third party either on 
a salam or instalments sale basis. If the two were salam contracts, the sec-
ond contract would be for delivery of the same quantity, description, etc., as 
that constituting the subject-matter of the first salam contract. This second 
contract is often concluded after the first contract, as its price has to be paid 
immediately upon conclusion of the contract. To be valid from the shari’ah 
point of view, the second contract must be independent, i.e., not linked to 
the delivery in the first contract. Should the second contract consist of an 
instalments sale, its date should be subsequent to the date on which the bank 
would receive the commodity.

1.3. Distinguishing Features of Islamic Banking
While Islamic banks perform mostly the same functions as the conventional 
banks, they do it in distinctly different manners. Some of the distinguishing 
features of Islamic banking are given below:

1.3.1. Risk Sharing

The most important feature of Islamic banking is that it promotes risk shar-
ing between the provider of funds (investor) and the user of funds (entrepre-
neur). By contrast, under conventional banking, the investor is assured of a 
predetermined rate of interest. Since the nature of this world is uncertain, the 
results of any project are not known with certainty ex-ante. Therefore, there 
is always some risk involved. In conventional banking, all this risk is borne 
by the entrepreneur. Whether the project succeeds and produces a profit or 
fails and produces a loss, the owner of capital gets away with a predetermined 
return. In Islam, this kind of unjust distribution is not allowed and hence in 
Islamic banking both the investor and the entrepreneur share the results of 
the project in an equitable way. In case of profit, both share it in a pre-agreed 
proportion. In case of loss, all financial loss is borne by the capitalist and the 
entrepreneur loses his labour.
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1.3.2. Emphasis on Productivity as Compared to Credit Worthiness

Under conventional banking, all that matters to a bank is that its loan and 
the interest thereupon are paid on time. Therefore, in granting loans, the 
dominant consideration is the credit-worthiness of the borrower. Under 
Profit Loss Sharing (PLS) banking, the bank will receive a return only if the 
project succeeds and produces a profit. Therefore, an Islamic bank will be 
more concerned with the soundness of the project and the business acumen 
and managerial competence of the entrepreneur. This feature has important 
implications for the distribution of credit as well as the stability of the system. 
Some of these implications will be mentioned later in this paper.

1.3.3. Moral Dimension

Conventional banking is secular in its orientation. As against this, in the Is-
lamic system all economic agents have to work within the moral value system 
of Islam. Islamic banks are no exception. As such, they cannot finance any 
project which conflicts with the moral value system of Islam. For example, 
they will not finance a wine factory, a casino, a night club or any other activity 
which is prohibited by Islam or is known to be harmful to society.

1.4. Islamic Banking in Practice

Islamic banking and financial institutions now spread in several Muslim 
countries. Some non-Muslim countries and/or institutions are also keen to 
experiment with Islamic financial techniques. Various components of the Is-
lamic financial system are now available in different parts of the world to a 
varying degree and quality. A detailed and integrated system of Islamic bank-
ing and finance is gradually evolving.
Islamic banking began on a modest scale in the early sixties. The earliest at-
tempts in Islamic banking took place in most cases on individual initiative 
with governments playing no, or at best a passive role. The later growth of the 
Islamic banking movement has been significantly helped by the encourage-
ment provided by the governments of some Muslim countries. Islamic banks 
began on private initiative. Islamic banking windows are being encouraged 
in the conventional banks in addition to pure Islamic financial institutions. 
The governments of these countries have not committed themselves to the 
abolition of interest from the economy altogether. Islamic banks exist side 
by side with interest based banks. The monetary authorities recognise and 
regulate both conventional and Islamic banking; in some countries aimed at 
economy wide elimination of interest. These include Pakistan, Iran and Su-
dan. The establishment of Islamic banks in a number of countries has been 
effected by special enactments and changes in banking legislation. It should 
be mentioned that those changes were not intended to confer any undue ad-
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vantages on those banks vis-à-vis conventional banks. They were in fact de-
signed to remove some of the obstacles that hindered the establishment of 
Islamic financial institutions. As a matter of fact, Islamic banks still operate 
under considerable disadvantages.

In brief, the practice of Islamic banking as it developed during our times has 
four manifestations: 

1. Banks and financial institutions in those countries where promotion of Is-
lamic financial system is receiving active government support.

2. Islamic banks and financial institutions in the private corporate sector 
working in a mixed environment.

3. Islamic banking practices by some conventional commercial banks and 
non bank financial institutions.

4. International Financial Institution working on sharia’h principles.

In the following sections, a brief account of each category is given.

2. Country-wide Experiences

2.1. Pakistan

The process of economy wide Islamization of the banking system in Pakistan 
was initiated soon after a declaration by the then President of Pakistan in Feb-
ruary 1979 that Government planned to remove interest from the economy 
within a period of three years and that a decision had been taken to make a 
beginning in this direction with the elimination of interest from the opera-
tions of the House Building Finance Corporation, National Investment Trust 
and mutual funds of the Investment Corporation of Pakistan. Within a few 
months of this announcement, these specialised financial institutions took 
the necessary steps to reorient their activities on a non-interest basis. 

The conversion of the operations of commercial banks to a non-interest basis 
was a much more complex task and took longer than envisaged. To begin 
with, steps were taken in January 1981 to set up separate counters for ac-
cepting deposits on a profit/loss-sharing basis in all the domestic branches of 
the five nationalised commercial banks. The parallel system, in which savers 
had the option to keep their money with the banks either in interest bearing 
deposits or PLS deposits, continued to operate till the end of June 1985. As 
from 1st July 1985, no banking company was allowed to accept any inter-
est bearing deposits except foreign currency deposits, which continued to 
earn interest. As from that date, all deposits accepted by a banking company 
shared in the profit and loss of the banking company, except deposits in cur-
rent accounts on which no interest or profit was given and whose capital sum 
was guaranteed.
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The central bank of the country issued instructions specifying twelve modes of 
financing in which funds mobilised by the banks can be employed. These were 
broadly classified into three groups: (a) loan financing, (b) trade related modes 
of financing and (c) investment modes of financing. Loan financing took the 
form either of qard al-hasanah loans given on compassionate grounds free of 
any interest or service charge (repayable if and when the borrower is able to 
repay) or of loans with a service charge not exceeding the proportionate cost 
of the operation. Trade related modes of financing included the following: (i) 
purchase of goods by banks and their sale to clients at appropriate mark up 
in price on deferred payment basis, (ii) purchase of trade bills, (iii) purchase 
of moveable or immovable property by the banks from their clients with buy-
back agreement or otherwise, (iv) leasing, (v) hire-purchase, and (vi) financing 
for development of property on the basis of a development charge. Investment 
modes of financing included the following: (i) musharakah, (ii) equity partici-
pation and purchase of shares, (iii) purchase of Participation Term Certificates,1 
and mudarabah certificates, and (iv) rent sharing.

The central bank of the country was authorised to fix the minimum annual 
rate of profit which banks should keep in view, while considering proposals 
for provision of finance, and the maximum rate of profit they may earn. These 
rates were changed from time to time. It was also laid down that should losses 
occur, these must be shared by all the financiers in proportion to the respec-
tive finances provided by them.

A beginning in the direction of introducing the mudarabah technique of financ-
ing was made in June, 1980 when a law was promulgated under which companies, 
banks and other financial institutions could register themselves as mudarabah 
companies and mobilise funds through the issuance of mudarabah certificates. 
Funds obtained through a mudarabah could only be used in such businesses 
which were permitted under the shari’ah, and needed prior clearance from a Re-
ligious Board established by the government, specifically for the purpose.

Though a number of steps were taken for the elimination of interest from the 
financial sector in Pakistan, the process of Islamization was slow and selective. 
Nothing was done to eliminate interest from government transactions. To begin 
with, commercial banks were precluded from investing PLS deposits in interest 
bearing government securities. With the withdrawal of this restriction in Au-
gust 1985, the movement towards an interest free company suffered a serious 
slowdown. Another disappointing feature of the situation was the lack of any 
notable progress in the transition to profit/loss sharing on the assets side of the 
banking system. The Islamization process was marked by another serious defi-
ciency. No institutional mechanism was created for a continuous scrutiny of the 

1 Participation Term Certificates were negotiable instruments designed to replace debentures for 
meeting medium and long term financing requirements of business concerns. Instead of receiving 
interest, as in the case of debentures, the holders of these certificates shared in the profit or loss of 
concerns raising finance through this device.
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operating procedures of banks and other financial institutions from the shari’ah 
point of view. Individual scholars who examined these operating procedures 
pointed out several areas where the actual banking practices showed deviation 
from shari’ah. In December 1991, the Federal Shari’ah Court, in one of its judg-
ments, held that the system of mark-up financing as being practiced by banks 
was not in conformity with the injunctions of Islam. It also took exception to a 
number of other practices prevailing in the banking sector. The court instruct-
ed the government to repeal/correct all un-Islamic provisions and practices. 
The government filed an appeal against this decision in the Supreme Court, the 
apex judicial body. After a long delay, the Supreme Court took up hearing of 
this and some other similar appeals in 1998. In addition to the complainants, 
the court invited and heard a large number of economists, bankers and shari’ah 
scholars both from Pakistan and abroad. It gave its judgment in 1999 in which 
it rejected the government’s appeal and endorsed most of the sections of the 
Federal Shari’ah Court judgment. The court gave the government a timeframe 
ending in June 2001 to correct objectionable practices identified by the Federal 
Shari’ah Court and the Supreme court itself while hearing the case. Later on, 
in an appeal from the Government, the Court extended this deadline by one 
year. In compliance with that judgment, the government set up a Commission 
to devise a strategy for implementing the requirements of the judgment. The 
Commission submitted its report to the Government, but in the meanwhile one 
of the banks affected by the Supreme Court decision, filed a review petition. 
In 2002, the Court reversed its earlier decision and referred the case back to 
the Federal Shari’ah Court for a fresh hearing which has not yet begun. In the 
meantime, the Government has decided to follow a model of mixed systems 
whereby conventional and Islamic banking can function side by side. 

2.2. Iran

A new banking law, “Law for Usury-Free Banking Operations”, was enacted 
in Iran in August 1983 to replace interest based banking by interest free bank-
ing. The law required the banks to convert their deposits to an interest-free 
basis within one year, and their other operations within three years, from 
the date of the passing of the law, and specified the types of transactions that 
must constitute the basis for asset and liability acquisition by banks. The law 
also specified the responsibilities of the central bank under the new system 
and the mechanics of the central bank’s control over the banking system.

The law allows banks to accept three types of deposits, viz., qard al-hasanah 
deposits, general term investment deposits and project-specific investment 
deposits. The qard al-hasanah deposits comprise of current as well as savings 
accounts which differ in their operational rules. The holders of current and 
savings accounts are guaranteed the safety of their principal amounts and 
are not entitled to any contractual return. However, banks are permitted to 
provide incentives to depositors through (i) grant of prizes in cash or kind, 
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(ii) reduction in or exemption from service charges or agent’s fees payable to 
banks, and (iii) according priority in the use of banking facilities. 

Holders of term investment deposits are entitled to receive a variable return, 
depending on the profitability of the bank’s investments. The Central Bank 
fixes the minimum and maximum rates permissible. At the beginning of the 
year, “expected” rates of profit are declared. However, the banks are required 
to calculate the “actual” rates of return from their operations periodically and 
the difference between the “actual” and “expected” return is adjusted post 
facto. The law allows the banks to undertake and/or ensure the repayment of 
the principal amounts of term investment deposits.

The third type of deposit accounts is project specific in which banks mobilise 
savings for specific investment projects. In this type of account, the rate of re-
turn is calculated at the end of the project. The bank charges only an admin-
istrative fee for its intermediation between the savers and investors. The rest 
of the profit received by the bank is distributed among the deposit holders.

On the asset side, the law provides thirteen different modes of contract, 
through which finance can be provided. These are: (1) Qard-al Hasanah, (2) 
Mudarabah, (3) Civil Partnership (Musharakah Madani), (4) Legal Partner-
ship (Musharakah Haqooqi), (5) Direct Investment, (6) Instalment Sales, (7) 
Hire-Purchase, (8) Forward Deals (Salaf), (9) Ju’alah, (10) Muzara’ah, (11) 
Musa’qah, (12) Debt Purchase, and (13) Guarantee Notes. However, in prac-
tice, instalment sale, civil partnership and mudarabah in trade activities are 
the most dominant modes of finance used. 

One important feature of Islamic banking in Iran is that banks are obliged 
to earmark a portion of their resources for grant of qard al-hasanah to help 
achieve the socio-economic objectives set out in the constitution of the coun-
try. In addition to banks, a number of charity organisations have also been 
established under government patronage to grant qard al-hasanah. Besides 
qard al-hasanah, banks are authorised to extend financial assistance for pro-
ductive ventures on profit/loss sharing basis in accordance with the principles 
of mudarabah and musharakah. Banks are allowed to provide part of the capi-
tal of a new joint stock company and also to purchase shares of existing joint 
stock companies. Banks are authorised to provide working capital financing 
to productive units by purchasing raw materials, spare parts and other items 
on their request for sale to them on the basis of deferred payment in instal-
ments. Purchase of machinery and equipment for sale to their clients on a 
deferred payment basis is also allowed. Another mode is called salaf which is 
the same as bay salam and is used for meeting working capital requirements 
through advance purchase of output. Banks can engage in lease-purchase 
transactions. They can also provide finance on the basis of ju’alah (commis-
sion for working as an agent), muzara’ah (financing of agricultural produc-
tion on a profit sharing basis, musa’qah (financing of orchard production on 
a profit sharing basis). In addition to these modes of financing, banks are 
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permitted to purchase debt instruments of less than one year maturity if these 
debts are issued against real assets.
Studies on the progress made in the implementation of the new system show 
that banks have, in general, adapted well to new procedures. Problems have 
been encountered, however, in moving away from traditional short term 
trade financing operations and toward profit sharing medium and long term 
financing operations. It was expected that with the passage of time banks 
would increase their involvement in mudarabah and musharakah financing 
but this expectation has not been fulfilled. No attempt has been made so 
far to Islamise the international banking and financial operations. Govern-
ment continues to borrow from the banks on the basis of a fixed rate of re-
turn (Iqbal and Mirakhor, 1987, p.24). It has also been pointed out that some 
banking practices in Iran are at variance with the practice of Islamic banking 
in other countries (Mirakhor, 1988, p.55). A case in point is the treatment of 
investment deposits. In Iran, the law allows the nominal value of such de-
posits to be guaranteed, while such a guarantee is not considered compatible 
with Islamic teachings in other countries.
In Iran, the banking system has been used as an instrument of restructuring 
the economy, away from services and consumption towards production. Bank 
financing to the services sector has been drastically curtailed. Banks have re-
duced financing for the production of luxury goods and commodities with a 
large import content, while financial assistance for the production of necessities 
and intermediate goods has been appreciably increased. Financing facilities for 
the agricultural sector have been considerably expanded. The banking system 
has also been used as an instrument of income redistribution through the pro-
vision of qard al-hasanah loans to low income groups, financing the building 
of low cost houses, and provision of financing for small scale agro business and 
industrial cooperatives often without stringent collateral requirements.

2.3. Sudan
The process of the economy-wide Islamization of the banking system in Su-
dan has not been smooth and steady. The first attempt to Islamise the entire 
banking system was made in 1984 when a presidential decree was issued di-
recting all commercial banks to stop interest-based dealings with immediate 
effect and to negotiate the conversion of their then existing interest-bearing 
deposits and advances into Islamically acceptable forms. Foreign transactions 
were temporarily allowed to continue, on the basis of interest. This sudden 
change forced the banks to adopt the nearest Islamic alternative available that 
is, murabahah, which soon constituted 90 per cent of their financial opera-
tions. The banks applied Islamic financing techniques only formally in their 
ledger books and in the reports submitted to the Central bank of the country. 
Policy makers in the Central bank were also discontented with the procedure 
of transforming the banking system. They considered it as a mere political 
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decision imposed by the government without having been preceded by ad-
equate detailed studies. This experiment with economy-wide Islamization of 
the banking system came to an end in 1985 with the change in government. 
The Government revived the process in May 1990 by reactivating an exist-
ing Islamic banking law. It issued a more comprehensive law in 1992, which 
envisioned an economy-wide Islamization of the financial system including 
the government sector. Reports indicate that the effort is much more earnest 
and much better organised this time. Now all banks are using Islamic modes 
of finance. An important development worth mentioning is the attempt also 
being made to eliminate interest from the government. Other countries have 
found this a hard nut to crack. The government of Sudan has launched two 
Funds based on the principle of musharakah to mobilise resources for the 
public sector. The first is the Government Musharakah Certificate (GMC). It 
is an instrument that enables the government to raise funds through issuance 
of securities that promise the investor a negotiable return linked to develop-
ments in government revenue in return for their investment in the provision 
of general government services. The other is the Central Bank Musharakah 
Certificate (CMC). This is an equity-based instrument that is issued against 
the government (or Central bank) ownership in commercial banks. Under 
CMC, the Central bank becomes a partner with the investors in profits of the 
underlying assets. The distribution of profit between the Central bank and 
the investors is negotiable and the Certificate can be sold on the secondary 
market to another bank or the Central bank.

2.4. Bahrain

The Kingdom of Bahrain was amongst the first to recognise the importance of 
the concept of Islamic banking and finance and as a consequence has been both 
supportive of the development of the industry in general and welcoming to the 
new institutions in particular. Consequently, Bahrain has gathered a concen-
tration of specialist Islamic institutions on its shores. The first Islamic bank in 
Bahrain was established in 1979, when the Bahrain Islamic Bank was licensed. 
Since then, the sector has grown considerably. Now Bahrain has the largest 
number of Islamic financial institutions, not only in the Gulf, but in the world. 
The Kingdom is playing host to 26 Islamic banks and financial institutions, five 
industry-support organisations, six Islamic insurance companies and 34 Islamic 
mutual funds. A comprehensive prudential set of regulations for Islamic banks 
was introduced in early 2000 by the Bahrain Monetary Agency (BMA). This is 
referred to as the Prudential Information and Regulatory Framework (PIRI). 
The framework covers areas such as capital adequacy, asset quality, and manage-
ment of investment accounts, corporate governance and liquidity management. 

Within such an environment, the Islamic financial industry in Bahrain will 
be able to enjoy sustainable growth based on strong investor and customer 
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confidence, attractive product design and expanding markets. Much is al-
ready in place. The Bahrain Monetary Agency’s statutory responsibility as 
the sole regulator for the financial sector and the sector’s adherence to the 
Prudential Information and Regulations for Islamic Banks (PIRI) framework 
ensures that Islamic institutions will continue to operate according to stand-
ards comparable to those of the conventional financial sector.

Product innovation continues apace. The Al-Salam Sukuk (a short-term securi-
ty) and the Ijara Leasing Certificates are now firmly established and the Agency 
is fully committed to a rolling program of further issues as an integral part of 
the development of Bahrain as an international Islamic bond market. These 
initiatives have been matched on their part by the private sector. The introduc-
tion of an Islamic credit card, and research into takaful, are two outstanding 
examples of the degree of innovative thinking coming from the industry that is 
driving forward the parameters of Islamic banking and finance.

2.5. Malaysia
In Malaysia, separate Islamic legislation and conventional banking regulations 
exist side-by-side. The Islamic financial system that has developed in Malay-
sia over the last two decades is emerging as a comprehensive Islamic financial 
system that operates in parallel with, and is able to compete on an even keel 
with the more entrenched conventional financial system. The development 
of Islamic finance as an important niche activity in Malaysia’s International 
Offshore Financial Centre in Labuan also complements the development of 
the domestic Islamic financial market.

The legal basis for the establishment of Islamic banks was the Islamic Bank-
ing Act (IBA) that came into effect on 7 April 1983. The IBA provides Bank 
Negara Malaysia (BNM) with powers to supervise and regulate Islamic banks, 
similar to the case of other licensed banks. The Government Investment Act 
1983 was also enacted at the same time to empower the Government of Ma-
laysia to issue Government Investment Certificates (GIC), which are govern-
ment securities issued based on shari’ah principles. As the GIC are regarded 
as liquid assets, the Islamic banks can invest in the GIC to meet the prescribed 
liquidity requirements as well as to invest their surplus funds. 
The first Islamic bank established in the country is the Bank Islam Ma-
laysia Berhad (BIMB) which commenced operations on 1 July 1983. After 
about two decades of operations, BIMB has proved to be a viable banking 
institution with its activity expanding rapidly throughout the country with 
a network of 80 branches and 1,200 employees. The bank was listed on the 
Main Board of the Kuala Lumpur Stock Exchange on 17 January 1992. On 1 
October 1999, a second Islamic bank, namely the Bank Muamalat Malaysia 
Berhad (BMMB) commenced operations. The establishment of the BMMB 
was the effect of the spin-off following the merger between the Bank Bu-
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miputra Malaysia Berhad (BBMB) and the Bank of Commerce (Malaysia) 
Berhad (BOCB). Under the merger arrangement, the Islamic banking assets 
and liabilities of BBMB, BOCB and BBMB Kewangan Berhad (BBMBK) 
were transferred to BBMB, while the conventional operations of BBMB, 
BOCB and BBMBK were transferred to BOCB accordingly. In addition, 
BMMB was given 40 branches of BBMB and BBMBK in various locations 
throughout Malaysia.

As with any other banking system, an Islamic banking system requires three 
vital elements to qualify as a viable system i.e. a large number of players; a 
broad variety of instruments; and an Islamic money market, BNM has adopt-
ed a step-by-step approach to achieve the above objectives. The first step to 
spread the virtues of Islamic banking was to disseminate Islamic banking on a 
nationwide basis, with as many players as possible and to be able to reach all 
Malaysians. After careful consideration of the various factors, BNM decided 
to allow the existing banking institutions to offer Islamic banking services, 
using their existing infrastructure and branches. The option was seen as the 
most effective and efficient mode of increasing the number of institutions 
offering Islamic banking services at the lowest cost and within the shortest 
time frame. Following on from the above, on 4 March 1993, BNM introduced 
a scheme known as Skim Perbankan Tanpa Faedah (Interest-free Banking 
Scheme) or SPTF in short. More than 20 banks and investment companies 
are now offering Islamic banking services. The Malaysian Financial Sector 
Master Plan launched in 2001 is the blueprint for the development of the fi-
nancial sector over a 10-year period in Malaysia. The plan, places importance 
on the development of Islamic banking and takaful sector as an important 
component in the financial system.

To ensure the sound and stable development of the Islamic financial industry, 
it needs to be supported by a strong regulatory and supervisory framework. 
To fulfil this requirement, the Islamic Financial Services Board (IFSB) was es-
tablished in 2002. The IFSB is an international body hosted by Malaysia. It has 
the important mandate of developing the prudential standards in accordance 
with the unique features of the Islamic financial institutions.

3.  Islamic Banks and Financial Institutions 
Working in Mixed Environment

3.1. Islamic Banks

There are now more than ninety Islamic banks and financial institutions work-
ing in the private sector, excluding those in Pakistan, Iran and Sudan where 
the entire banking sector is being Islamized. These institutions are spread in 
a number of countries and continents. The geographical distribution is given 
in the following table.
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Table 1. – ISLAMIC FINANCIAL INSTITUTIONS BY REGIONS

Region Number of Institutions %
South and South East Asia 36 42.4
G.C.C. 19 22.4
Other M.E.1 13 15.3
Africa 9 10.6
Europe and America 2 8 9.4
TOTAL 85 100

Notes: 1.Includes Turkey, 2. Most of these are not endogenous. They are registered there for tax 
and some other advantages

Source: Directory of Islamic Banks and Financial Institutions (1996), International Association of 
Islamic Banks, Jeddah.

These figures show that the largest number of Islamic financial institutions is 
in Asia followed by the Gulf Cooperation Council (GCC) and other Middle-
Eastern countries. While this gives us an idea about the “spread” of Islamic 
banking, it does not obviously reflect the relative “strength” of Islamic bank-
ing in various regions. In order to see the relative “strength” of Islamic bank-
ing in various regions, the funds under management of Islamic banking and 
finance institutions in various regions are shown in the following table.

Table 2. – FUNDS MANAGED BY ISLAMIC INSTITUTIONS BY REGIONS

Region Funds Managed 
(US dollars millions) %

South and South East Asia 2,250.7 8.2
G.C.C. 17,834.5 64.7
Other M.E. 5,430.1 19.7
Africa 334.5 1.2
Europe & America 1,723.0 6.2
TOTAL 27,573.0 100.0

Source: Directory of Islamic Banks and Financial Institutions (1996), 
International Association of Islamic Banks, Jeddah.

It can now be seen that the bulk of the Islamic banking activity is concen-
trated in the Middle East, especially GCC countries. This region accounts for 
about 84 per cent of the total funds under management of Islamic banking 
and financial institutions.

3.2. Islamic Investment Funds

Islamic scholars have given a conditional approval to investment funds. What 
conditions must be satisfied before participating in equity funds is a subject 
that is being actively investigated at present. So far, Islamic scholars have pre-
scribed three minimum requirements2: (i) the Fund must not deal in equities 
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of companies whose business activity is banned by the Islamic shari’ah; e.g. 
breweries, casinos conventional banks etc.; (ii) interest income earned by the 
Fund must be negligible and separable so that Fund’s income can be cleansed 
of it; (iii) since sale of debt is not permissible except at face value, the propor-
tion of debts receivable in the portfolio of the company should not exceed 
an “acceptable” proportion. How these conditions can be complied with in 
practice is discussed below in some detail.
To ensure that the companies selected for the investment are acceptable from 
the perspective of the shari’ah, a Fund management group can screen the 
prospective companies to be included in the portfolio. As with other types of 
ethical investment selection, both positive and negative criteria can be used. 
Negative criteria involves excluding companies whose major purpose is the 
production or distribution of alcohol or pork products or the management of 
gambling facilities or investment in riba based financial institutions. Some in-
vestors may prefer to avoid investing in airlines, hotels or supermarket chains, 
which serve alcohol, even though this is a minor part of their business. 
Second, since, according to shari’ah principles both giving and taking inter-
est is forbidden, ideally it would be desirable to avoid investing in companies 
which have any dealings with riba based banks, but practically, this would 
mean the exclusion of virtually all quoted companies, including those whose 
stocks are traded in the equity markets of Muslim countries. In practice, Fund 
management groups seeking to comply with the shari’ah adopt two criteria. 
First they examine the extent to which a company’s income is derived from 
interest, any proportion in excess of 10 per cent being unacceptable. (In prac-
tice most Funds apply more stringent condition than this). The second crite-
rion is to consider the extent of debt to equity finance, a proportion in excess 
of one third being unacceptable. 
The shari’ah law itself does not specify ratios such as those suggested by some 
scholars, nor does it establish what factors should be used in any calculations, 
such as debt to market capitalisation versus debt to book values. The latter is 
arguably more stable, as it is not subject to daily changes in market valuation, 
and there may be a case for using book values rather than market capitalisa-
tion as the appropriate screening variable.
It is worth emphasising that if all quoted companies that are leveraged are 
excluded, there would be nothing left to include in any investment portfolio. 
There are also the issues of any interest that quoted companies obtain on their 
bank balances. Information on such receipts should be available in the annual 
reports of any quoted company and in the interim statements. One possible 
solution to this problem is for the Fund Manager to pay an amount equivalent 
to the proportion of any dividends derived from interest to charity in order 

2 Some shari’ah scholars have laid down these conditions in their individual capacities or as mem-
bers of Shari’ah Boards of Islamic Funds but as stated above the OIC fiqh Academy after deliberat-
ing this issue at several occasions has not issued a final ruling.
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to purify the income. Alternatively the income may be distributed, but the 
shari’ah committee advising the Fund Manager may make a recommendation 
to the investor about the amount he or she should donate to an appropriate 
charitable cause. It is worth point out that any manager of a Fund designated 
as Islamic should be able to draw on the services of a shari’ah advisor, or even 
better have the opinion of a shari’ah committee charged with overseeing all 
operations of the Fund to ensure compliance with Islamic law.

Third, according to the majority of Islamic scholars, sale of debt is not per-
missible except at face value. Now most companies have accounts receivable 
in their portfolios i.e. debts. Can shares of these companies be bought and 
sold? Some shari’ah scholars have argued that the ruling of permissibility de-
pends on what the dominant component is. If the ratio of debts receivable is 
less than 50 per cent in a company’s portfolio, then buying and selling of its 
shares would be permissible.

Some Islamic investment funds were established in the early seventies. Many 
of them did not survive. The real growth in this sector has taken place in the 
last ten years. While definite information on the number of Islamic funds 
and their size is not available, it is estimated that there are more than 100 
equity funds. If we also add other investment funds, e.g. commodity funds, 
lease funds, Trade funds etc. the number of Islamic investment funds would 
be in excess of 200. The movement for the establishment of equity funds re-
ally picked up during 1995-2000. During that period the number of funds 
increased from 25 to 98 and their assets grew from $750 million to approxi-
mately $5 billion. This growth was partly due to the launching of Islamic 
indices by the Dow Jones and FTSE. 

However, in the last three years, as a result of the poor performance of stock 
markets worldwide, the industry has seen some decline. With better pros-
pects for equity markets on the horizon, it is expected that the Islamic funds 
will again start growing in number and size. There are indications that it has 
already begun to happen.

4.  Islamic Banking Practices 
By Conventional Banks

Another achievement of Islamic banking may be gauged from the fact that 
many conventional banks have also started using Islamic banking techniques 
in the conduct of their business, particularly in dealing either with Muslim 
clients or in dominantly Muslim regions. At present, the number of such con-
ventional banks may not be very large, but the very fact that some very im-
portant and large multinational banks have also resorted to Islamic banking 
is itself a pointer of much significance. A Western observer of Islamic bank-
ing has very aptly remarked that “it is an excellent reflection on the success of 
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Islamic banking that many conventional commercial banks are now offering 
their clients Islamic financial services” (Wilson, R. 1990b).
The involvement of some Western conventional banks, particularly multina-
tional banks, in Islamic banking started quite early, in the eighties. In the ear-
ly period of their establishment, Islamic banks were stuck with high liquidity 
which was the result of high growth of deposits and very few investment op-
portunities. In such a situation, Islamic banks turned to Western institutions 
such as Citibank to find profitable avenues for the investment of their money. 
Most of the resources supplied by the Islamic banks went to commodity trade 
and trade finance deals. Since Islamic banks did not want any involvement 
of these funds with riba-based transactions, the Western banks found them-
selves negotiating “murabahah” deals in which they arranged with a trader to 
buy goods on behalf of the Islamic bank and resell them at a mark-up. This 
prompted other Western commercial banks to follow the suite. (“The West 
Embraces Islamic Banking”, The Financial Times, October 7, 1994). 
Although it is difficult to know with certainty how many conventional com-
mercial banks around the globe practise Islamic banking techniques, even a 
randomly selected short list may contain some of the giants of the international 
banking industry such as Chase Manhattan, The Citibank Bank, the ANZ Grind-
lays, the Kleinwort Benson along with other banks such as the Union Bank of 
Switzerland, Girozentale of Australia, the ABC International, the Arab Banking 
Corporation, the National Bank of Kuwait, the Saudi British Bank, the National 
Commercial Bank and the Riyadh Bank of Saudi Arabia and Bank Misr. In ad-
dition to these banks, multinational banks located in certain Islamic countries 
such as Iran and Sudan also conduct their activities in accordance with the prin-
ciples of Islamic banking because the local laws require them to do so. 

5. International islamic Financial institutions
Some International Financial Institutions have also come onto the scene. Two 
major international holding companies, namely, the Dar al-Mal al-Islami and 
the Al-Baraka Group each control more than a dozen Islamic banks and fi-
nance companies. An International Council of Islamic Banks has also been 
formed. But perhaps the most important multinational institution is the Is-
lamic Development Bank. Some details about this institution are given in 
section 5.1 while some other international financial institutions, which have 
been recently established with the active involvement and support of Islamic 
Development Bank, are mentioned in Section 5.2.

5.1. Islamic Development Bank
The purpose of the Bank is to foster the economic development and social 
progress of member countries and Muslim communities, individually and 
collectively, in accordance with the principles of the shari’ah.
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The authorised capital of the Bank currently stands at 15 billion Islamic Di-
nars3 (ID) (USD 18.82 billion). Its subscribed capital amounts to 8.1 billion 
Islamic Dinars (USD 10.16 billion), whereas its paid-up capital amounts to 
Islamic Dinars 2.6 billion (USD 3.3 billion). The ordinary resources of the 
Bank consist of members’ subscriptions (paid-up capital, reserves and re-
tained profits), which amounted to Islamic Dinars 3.77 billion (USD 4.73 bil-
lion) at the end of March 2002.
Unlike other financial institutions, the Bank does not support its financial 
resources by borrowing funds from conventional financial markets, as this 
involves the payment of interest. For this reason, the Bank has developed new 
shari’ah-compliant financial schemes and instruments to support its ordinary 
financial resources. These schemes and instruments include the IDB Unit In-
vestment Fund (IDB UIF) the Export Financing Scheme (EFS), which was 
known formerly as the Longer-term Trade Financing Scheme (LTTF) and 
the Islamic Banks’ Portfolio (IBP). The Bank has so far raised about USD 708 
through these schemes. In a major move in 2003, the Bank launched its debut 
sukuk issue (assets-based bond) worth USD 300 million. The issue proved to 
be an overwhelming success and closed at USD400 million. 
IDB extends financial support to the development projects of member coun-
tries. Unlike other multilateral financial institutions, the Bank finances its op-
erations through a number of Islamic financing modes. They include interest-
free loans; equity participation; leasing; instalment sale; profit sharing etc.

5.2. Other International Islamic Financial Institutions
5.2.1.  The Accounting and Auditing Organisation 

for Islamic Financial Institutions
The shareholders, depositors, investors and regulators utilise the information 
provided in the financial statements. If all these statements are prepared on 
the basis of uniform standards, it facilitates objective comparison between 
different financial institutions and enables the market discipline to work more 
effectively. In this regard, the Accounting and Auditing Organisation for the 
Islamic Financial Institutions (AAOIFI) has already done a valuable job in 
adapting the international standards to suit the Islamic financial institutions. 
The AAOIFI standards were introduced for the first time in 1993 for Islamic 
financial institutions. The Islamic financial institutions are adopting these 
standards in increasing numbers.

5.2.2.  The General Council of Islamic Banks and 
Financial Institutions (GCIBFI)

The understanding of Islamic banking and finance has grown rapidly dur-
ing the past three decades. Nevertheless, being relatively new, it is important 

3 The Islamic Dinar is considered as the IDB accounting unit; it is equivalent in value to one Special 
Drawing Right (SDR) of the International Monetary Fund (IMF).
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for the industry to develop strategic alliances and partnerships in order to 
remove any misconceptions and to pool together resources to confront the 
challenges. The GCIBFI with its headquarters in Bahrain has been established 
with such a background and objective.

5.2.3. International Islamic Financial Market (IIFM)

At present, the Islamic financial services industry faces greater liquidity risk 
due to the absence of a secondary market for Islamic financial instruments. 
The non-existence of an inter-bank Islamic money market makes liquidity 
management a challenging task. The Islamic banks are thus under constraint 
to maintain liquidity that is higher than that which conventional banks do. 
This adversely affects the Islamic banks’ competitiveness. The establishment 
of an IIFM is thus one of the most important building blocks for the Islamic 
financial services infrastructure. To this end a Working Group was consti-
tuted, comprising of the Labuan Offshore Financial Services Authority (LOF-
SA), the Bahrain Monetary Agency (BMA), the Bank of Sudan, the Bank of 
Indonesia, and the IDB. The agreement on establishing the IIFM Board was 
signed in Paris on 13th November 2001 and it became operational in 2002 
in Bahrain. 

5.2.4. The Islamic Financial Services Board (IFSB)

Proper regulation and supervision of banks and financial institutions is also 
important for financial efficiency and stability. Some of the risks faced by the 
Islamic financial industry are unique due to the shari’ah compliance require-
ments. Bank supervisors utilising the traditional standards cannot assess such 
risks. The need for special guidelines for the regulation and supervision of 
Islamic banks has long been felt. Some regulatory authorities have already 
introduced guidelines for Islamic banking supervision in their respective ju-
risdictions. With an active involvement of the International Monetary Fund 
(IMF), the IDB and support of the Bahrain Monetary Agency (BMA), Bank 
Negara Malaysia (BNM) and other central banks, an Islamic Financial Serv-
ices Board has recently been established. It became operational in Malaysia 
in November 2002.

5.2.5. The International Islamic Rating Agency (IIRA)

Market discipline is important for an efficient and stable financial system. In 
this regard, external rating systems and accounting standards play a vital role 
in improving the availability of information to depositors, bankers and regu-
lators. Existing conventional rating systems are primarily concerned with the 
financial strength of counterparties and ignore compliance with the shari’ah 
requirements. Since non-compliance of even a financially sound Islamic bank 
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with the shari’ah requirements can be a serious cause of systemic instability, 
the need for an Islamic rating agency has always been felt. Keeping this need 
in view, an International Islamic Rating Agency (IIRA) was incorporated in 
Bahrain in 2002. The IIRA will also scrutinise shari’ah aspects of financial 
institutions and products, which will be of major importance to the Islamic 
financial industry, bearing in mind the global character/appeal of the agency. 
In this respect, the IIRA as a specialised rating agency will be complementary 
to the existing agencies, adding value to the market. By assessing fiduciary 
relationships and credit risk inherent in any instrument or issuer, the IIRA 
will help create a higher degree of confidence and acceptability of products 
among the players in the industry. Therefore, IIRA operations will be broader 
than those of conventional rating agencies. 

6. Islamic and conventional banks: a comparative analysis
In this section the performance of Islamic banks has been evaluated vis-à-vis 
conventional banks. For this purpose, a sample of 12 conventional banks was 
chosen to serve as a ‘Control Group’ for comparative analysis. Since the data 
for these banks has been taken from a secondary source, The Banker’s Alma-
nac, the data were not as detailed as in the case of Islamic banks. Therefore, 
only some major variables, for which data for both groups was available, will 
be analysed. 

6.1. Growth Analysis
The rates of growth for four important variables are shown in Table 3. 

Table 3. – Comparative Annual Growth Rates (%)

Total Equity Total Deposits Total Investments Total Assets

Islamic
Banks

Conven-
tional
Banks

Islamic
Banks

Conven-
tional
Banks

Islamic
Banks

Conven-
tional
Banks

Islamic
Banks

Conven-
tional
Banks

1990-94 7.9 6.4 9.3 3.1 11.3 -0.8 9.3 4.8
1994-97 10.5 4.7 6.1 7.2 7.3 9.1 6.8 6.6
1990-97 9.0 5.6 7.9 4.8 9.6 3.3 8.2 5.6

Source: Calculated by author. Basic data for Islamic banks compiled from their Annual Reports and 
for conventional banks from the Banker’s Almanac. 

It may be noted that in the case of all the variables, the rates of growth achieved 
by Islamic banks are higher than the conventional banks in the control group 
during 1990-94 as well as for the 1990s as a whole. 
The rate of growth of total equity for the entire period was 9 per cent per an-
num in the case of Islamic banks as against 5.6 per cent for the control group. 
The rate of growth of total deposits in the case of control group banks was 3.1 
per cent per annum during 1990-94, whereas the same rate was 9.3 per cent 
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in the case of Islamic banks. However, the rate of growth in deposits declined 
to 6.1 per cent in the case of Islamic banks for the second period and that 
of conventional banks increased to 7.2 per cent in the same period, partly 
reversing the increasing market share of Islamic banks during 1990-94.
A similar trend is observed in the case of total investments, which grew at a 
handsome rate of 11.3 per cent during 1990-94 in the case of Islamic banks 
while the control group banks witnessed a negative rate of growth. During 
the second period, growth in investment in the case of Islamic banks declined 
to 7.3 per cent while in the case of conventional banks it increased to 9.1 per 
cent, surpassing the growth rate of Islamic banks. 
In the case of total assets, Islamic banks posted a higher rate of growth in both 
periods. During 1990-94 it was 9.3 per cent as against 4.8 per cent, while during 
1994-97 it was 6.8 per cent as against 6.6 per cent for conventional banks.

6.2. Ratio Analysis
Some of the key ratios used in the balance sheet analysis have been computed 
for both groups and are reported in Table 4.

Table 4. – COMPARATIVE RATIOS (%)

1990-94 1994-97 1990-97

Ratios Islamic 
Banks

Conventional 
Banks

Islamic 
Banks

Conventional 
Banks

Islamic 
Banks

Conventional 
Banks

Capital Asset 
Ratio 9.3 9.0 10.0 9.0 9.6 9.0

Liquidity Ratio 20.2 27.7 15.7 39.3 18.5 31.9
Deployment Ratio 92.2 75.8 96.0 69.0 93.7 73.3
Cost/ Income 
Ratio 55.9 NA 52.4 60.3 55.4 NA

ROA 1.9 NA 2.3 1.4 2.0 NA
ROE 19.9 NA 22.6 15.0 21.2 NA

Source: Calculated by the author. Basic data for Islamic banks compiled from their Annual Reports 
and for conventional banks from the Banker’s Almanac.

The first of these ratios is the capital asset ratio, which measures the strength 
of the banks. The weighted average capital asset ratio for Islamic banks for the 
1990-97 period amounts to 9.6 per cent while this ratio for the same period 
was 9.0 per cent in the case of conventional banks. There has been virtually 
no change in this ratio for the entire period in the case of conventional banks, 
whilst in the case of Islamic banks the ratio increased from 9.3 per cent in the 
first period to 10.4 in the second period.
With regard to liquidity, the comparative analysis given below allows us to 
conclusively reject the hypothesis that Islamic banks are suffering from excess 
liquidity. The liquidity ratio calculated as the ratio of liquid assets to total 
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deposits (including mudarabah funds in the case of Islamic banks) is, in fact, 
lower for Islamic banks as compared to the control group banks. This ratio 
for the whole period was 18.5 per cent in the case of Islamic banks as against 
31.9 per cent for the control group.

Islamic banks have also made better use of their resources. It can be seen 
that the deployment ratio is higher for the Islamic banks compared to the 
conventional banks.

Also in terms of cost effectiveness, the Islamic banks as a group, perform bet-
ter than conventional banks; the cost to income ratio being 52.4 per cent for 
Islamic banks as against 60.3 per cent for conventional banks. However, the 
ratio for Islamic banks is unduly pushed down because of the high weightage 
of Al-Rajhi for whom the ratio is very low due to no financing costs, as the 
bank relies heavily on demand deposits not carrying any rate of return.

The profitability ratios are available for only one period, i.e. 1994-97 for the 
control group. During this period, both ROA and ROE for Islamic banks are 
substantially higher than conventional banks. The two ratios are respectively 
2.3 and 22.6 per cent for Islamic banks as against 1.35 and 15 per cent for the 
control group.

7. Summary and Conclusions

Islamic banking, like any other banking system, must be viewed as an evolv-
ing system. No one disputes that there is a definite desire amongst Muslim 
savers to invest their savings in ways that are permitted by the sharī[ah. Nev-
ertheless, they must be provided with halāl returns on their investments. Is-
lamic scholars and practical bankers took up that challenge and have made 
commendable progress in the last twenty-five years in providing a number of 
such instruments. However, the concepts of Islamic banking and finance are 
still in their early stages of development and Islamic banking is an evolving 
reality for continuously testing and refining those concepts. 

Islamic banking and financial institutions have now spread across several 
Muslim countries. Some non-Muslim countries and/or institutions are also 
keen to experiment with Islamic financial techniques. Various components of 
the Islamic financial system are now available in different parts of the world 
in varying depth and quality. A detailed and integrated system of Islamic 
banking and finance is gradually evolving.

Theoretical arguments and models developed by Islamic economists and the 
successful practice of hundreds of institutions in heterogeneous conditions 
both testify to the viability of Islamic banking. The average growth rate of 
deposits in Islamic banks over the past twenty years has been over ten per 
cent per annum. Many studies testify to the great success of Islamic banks in 
mobilising resources. Another manifestation of the success of Islamic bank-
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ing is the fact that many conventional banks have also started using Islamic 
banking techniques in the conduct of their business, particularly in dealing 
either with Muslim clients or in predominantly Muslim regions.
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Abstract
Being in the market for less than a decade, Islamic mutual funds, governed by Shari’ah 
(the Islamic Law), are one of the latest and fastest growing products of contemporary Is-
lamic finance. Using a sample of 46 Islamic mutual funds classified into eight sector-based 
categories, the performance of each fund and fund category is measured and compared 
to the performance of two market benchmarks, an Islamic index and a conventional one. 
Our findings suggest that the behaviour of Islamic mutual funds does not differ from that 
of other conventional funds, with some Shari’ah-compliant mutual funds over-perform-
ing their benchmarks and others under-performing. Hence, conventional investors may 
include Islamic mutual funds in their portfolio collection. Of course, the onus is always 
on the investor to choose a good performing mutual fund, regardless of whether it is 
a conventional fund, Islamic fund, or ethical fund. Another major observation is the 
strong performance of Islamic mutual funds compared to the benchmarks during the 
recession period. This pattern may be explained by the improving management skills of 
these newly created funds, or that these funds perform better during a recessionary pe-
riod, thus making them more useful as a hedging tool for both conventional and Muslim 
investors.

1. Introduction
Islam is a religion that unites both the spiritual and temporal aspects of life. 
It regulates not only an individual’s relationship with God, but also human 
relationships in social and financial settings. Thus, the Shari’ah, or the Islamic 
Law, is part of every Muslim’s cultural, social and behavioural identity.
The application of Shari’ah to investment choices and management is not a 
new phenomenon. Earlier Muslims were able to establish an interest-free fi-
nancial system for mobilising resources to finance productive activities and 
consumer needs. The system had worked quite effectively for centuries, but 
it was gradually replaced by the interest-based system during recent times. 
The contemporary increasing desire of Muslims to bring their modern eco-
nomic and financial activity to conform to their cherished religious values 

* The authors are grateful to the participants of the International Banking Conference on “From 
Money Lenders to Bankers: Evolution of Islamic Banking in relation to Judeo-Christian and Ori-
ental Banking Traditions”, held in Prato, Italy, September 9-10, 2003. All remaining errors are those 
of the authors.
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and beliefs has led to a growing interest in Islamically-approved Investment 
vehicles.

The wider acceptance of equity investments by Shari’ah scholars in the early 
1990s paved the way to launch mutual funds that operate in compliance with 
the ethical guidelines of the Islamic Law (hereafter, in this paper, this will be 
called Islamic mutual funds). According to the London-based Institute of Is-
lamic Banking and Insurance, there are over 250 Islamic institutions in some 
75 countries that are managing funds worth over USD 200 billion. In the 
early 1990s, many Shari’ah-compliant mutual funds began to appear. There 
are now approximately 126 funds with roughly USD 4 billion in assets under 
management. Other than being a halal (Islamically-acceptable) investment al-
ternative available for Muslim investors, the funds also respond to the specific 
need for more liquid investment tools. 

Further, the establishment of credible equity benchmarks by the Dow Jones 
Islamic Market Index (DJMI) and FTSE Global Islamic Index Series, followed 
by the Malaysian Kuala Lumpur Syariah Index, has been a turning point for 
the industry, giving both Islamic and conventional investors something with 
which to compare. 

Despite the increasing attention of practitioners on Islamic mutual funds, 
there has not yet been, to the authors’ knowledge, any research concerning 
the performance of these funds and how they fare in comparison with con-
ventional funds. This study aims at assessing the performance of the Islamic 
mutual funds and examining whether there exists any significant reward or 
penalty for investing in them.

Using a sample of 46 Islamic mutual funds classified into eight sector-based 
categories, the performance of each fund and fund category is measured and 
compared to the performance of two market benchmarks – an Islamic index 
and a conventional one. Our findings suggest that the behaviour of Islamic 
mutual funds does not differ from that of other conventional funds, with 
some Shari’ah-compliant mutual funds over-performing their benchmarks 
and others under-performing. Another major observation is the strong per-
formance of Islamic mutual funds compared to both benchmarks during the 
recession period. One possible explanation of this pattern is that these funds’ 
performance is improving with time, as fund managers are gaining more ex-
perience and a better sense of the market. Another possible implication is 
that Islamic mutual funds might be a good equity hedging investment dur-
ing market downturns. Therefore, the major conclusion of this paper is that 
conventional investors can consider Islamic mutual funds in their portfolio 
collection, especially during slow market periods; yet, the onus remains on 
the investor to screen out various candidate mutual funds according to their 
performance, regardless of whether the fund is a conventional one, or Islamic, 
or ethical, etc.
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This paper is organised as follows. Section II sheds some light on the back-
ground and guidelines governing Islamic mutual funds. Section III presents 
a summary of related academic literature. Section IV outlines the sources of 
sampled data and treatment, along with the proposed hypotheses. Section V 
details the results of various performance measures used to compare Islamic 
mutual funds and conventional funds. Finally, chapter VI summarises the 
major conclusions of this paper. 

2. Islamic Mutual Funds: Background and Guidelines

An Islamic mutual fund is similar to a “conventional” mutual fund in many 
ways; however, unlike its “conventional” counterpart, an Islamic mutual fund 
must conform to the Shari’ah (Islamic law) investment precepts. The Shari’ah 
encourages the use of profit sharing and partnership schemes and forbids riba 
(interest), maysir (gambling and pure games of chance), and gharar (selling 
something that is not owned or that cannot be described in accurate detail; 
i.e., in terms of type, size, and amount) (El-Gamal 2000). 

The Shari’ah governs several aspects of an Islamic mutual fund, including its 
structure (Shari’ah Supervisory Board), asset allocation (portfolio screening), 
investment and trading practices, and income distribution (purification). 
The Shari’ah board, made up of a team of prominent Islamic legal scholars, 
represents the salient feature that distinguishes Islamic mutual funds from 
their conventional counterparts. It assumes the responsibility for auditing the 
Shari’ah compliance of a fund, including its components and management. 
It functions as a customer advocate representing the religious interest of the 
investor (DeLorenzo, 2000).

When selecting investments within their portfolio (asset allocation), an Is-
lamic mutual fund must set up screens in order to select only those com-
panies that meet its qualitative and quantitative criteria set by the Shari’ah 
guidelines. Qualitative screens are used to filter out companies based on the 
nature of their business (e.g., firms producing or selling alcohol and bio-
technology firms using aborted embryos and human cloning), or securities 
that contain one of the Shari’ah prohibited elements such as riba, maysir or 
gharar, as explained earlier. Thus excluded are fixed income instruments such 
as corporate bonds, treasury bonds and bills, certificates of deposit (CDs), 
preferred stocks and warrants, futures and options, forwards, etc. Moreover, 
Islamic mutual funds cannot trade on margin; in other words, they cannot 
use interest-paying debt to finance their investments. It is also not permissible 
to engage in sale and repurchase agreements (i.e. repos or buy-backs). These 
transactions are considered akin to indirect interest charges.

On another front, one of the essential conditions, based on which contempo-
rary scholars allow investment in stocks of companies with tolerable amount 
of interest income or with tolerable revenues from unacceptable business ac-
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tivities, is that all “impure” earnings should be “cleansed” by giving them 
away to charity. If, for example, the company has 8 per cent interest-related 
income, then 8 per cent of every dividend payment must be given away to 
“purify” the fund earnings. Cleansing capital gains, however, remains debat-
able as some scholars argue this is not necessary since the change in the stock 
price does not really reflect interest, while others suggest that it is safer and 
more equitable to purify earnings made from selling shares as well (Usmani, 
2002). This purification process is done either by the fund manager before 
any distribution of income, or by reporting the necessary financial ratios for 
investors to purify their earnings themselves. 

Another form of purification is Zakah. Zakah is a form of charity paid on 
personal wealth (exceeding a minimum amount called nisab) held idle for 
one lunar year. The rate of zakah differs depending on the type of asset with 
2.5 per cent being the rate on most forms of monetary wealth and earned in-
come (Al-Qaradawi, 1999). Zakah calculation on investment profits, however, 
is still controversial (DeLorenzo, 2002). 

The Islamic mutual funds market is one of the fastest growing sectors within 
the Islamic financial system. Yet, when compared to the mutual fund industry 
at large, Islamic mutual funds are still at the infancy stage of growth and de-
velopment, most having been around for less than a decade. Islamic funds are 
pretty diverse for a young industry. While the majority of the funds are equity 
funds (84 per cent of the total 126 funds), balanced (or secured funds) (14 per 
cent) as well as Islamic bond (Sukuk) funds (2 per cent) have recently been 
launched. Moreover, among the equity funds, several sectors and geographi-
cal investment areas are featured. Out of the total 126 available Islamic funds, 
35 are Global equity funds (28 per cent), 10 are American equity funds (8 per 
cent), 5 are European equity funds (4 per cent), 5 are Asian equity funds (4 
per cent), 29 are Malaysian equity funds (23 per cent), 13 are country funds 
– mostly Saudi Arabian, Egyptian and South African (10 per cent) - and 8 are 
Technology and small cap equity funds (6 per cent). 

Islamic equity funds have experienced excellent growth during the late 1990s 
as they benefited from the technology boom, most of them demonstrating 
high positive returns, even higher than their benchmarks. Their number in-
creased from 8 funds prior to 1992, to 95 funds with about USD 5 billion 
in assets in 2000, then dropped to about USD4 billion by the end of 2001. 
Nevertheless, more funds continued to be launched in 2002 and 2003, with 
brighter market expectations and more lessons being learned.

The drop in the industry’s total assets that occurred in 2000-2001 can be at-
tributed to the decline of world equity markets and investors’ flights to safety. 
Islamic equity fund managers reacted accordingly by rebalancing their port-
folios, with the overweight in technology being shifted to the healthcare and 
energy sectors. In addition, the new funds coming on to the market tended 
to be more capital-protected or balanced funds. Of the 23 funds launched in 
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2000, nine were global equity funds and five were capital protected or bal-
anced funds; whereas, of the 20 funds launched in 2001, five were capital pro-
tected or balanced and only three were global equity funds. However, other 
funds were closed or liquidated in the same year. 
According to an analysis made by Failaka Inc. (2002), the 15 most successful 
Islamic funds have been those that have solid retail distribution channels, 
such as the National Commercial Bank and Al-Rajhi Bank in Saudi Arabia 
and Permal Asset Management, based in New York. Further analysis of suc-
cessful funds shows that they charge low or no up-front sales charge (load), 
their annual management fees are around the industry average, and their 
minimum investment thresholds are low enough to attract the retail investor. 
The average fund size of this group is USD 108.2 million (median = USD 53.4 
million), with the largest fund being Al-Ahli Global Trading of NCB (USD 
503 M). On the other hand, of the bottom 15 funds in terms of assets, three 
have minimum investment thresholds of over USD 25,000. Nine charge an 
up-front load, six of which are 5 per cent or more. Six of these funds have 
annual management fees of 2 per cent or more. The average funds size of this 
group is USD 4.4 million (median = USD5.0 million). 
The acceptability of common stock screening guidelines by the vast majority 
of Shari’ah scholars has not translated into a rush for Islamic funds. One rea-
son is that Islamic funds have not fared well in marketing and in differentiat-
ing themselves from their conventional counterparts. Moreover, some Muslim 
investors fear that there remain some haram (Islamically forbidden) elements 
in them. They prefer to place their money in Islamic banks and institutions 
that ‘truly’ invest in Islamically-acceptable products offered by Islamic com-
panies in Muslim countries. Such products include Ijarah (Leasing), Istina’a 
(Working Capital Financing, Construction, etc.), Murabaha (Trade Finance), 
and Mudaraba (Equities, Real Estate, Commodities). 
In brief, Islamic mutual funds offer Muslim investors the dual benefits of 
a mutual fund’s investment and compliance with Islamic guidelines. What 
remains is to empirically assess the historical performance of these funds, 
and check whether, by complying with ethical and religious guidelines, any 
significant risk-adjusted returns are being sacrificed.

3. Literature Review
Earlier mutual fund performance literature did not tackle the performance 
of the Islamic mutual funds industry. One exception is Hajara Atta’s (2000) 
study, which suggests that the Islamic index outperforms a sample of un-
screened ethical benchmark using Sharpe, Treynor and the unconditional 
Jensen measure. 
The closest alternative to evaluating Islamic funds in the literature is to study 
the performance of ethical funds. Luther, Matatko and Corner (1992) pro-
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vide weak evidence that the UK ethical funds outperform two market indices. 
Since the ethical funds tend to invest a larger part of the funds in smaller 
companies with lower dividend yields, Luther and Matatko (1994) deem it 
appropriate to introduce a small company index as the market proxy. The 
reported findings demonstrate that ethical funds perform much better when 
evaluated against a small company benchmark, than when only the Financial 
Times All Share index (FTSA) is used. Kreander et al. (2000) extend this anal-
ysis to consider European funds from a small number of countries. They find 
that European ethical funds perform at least as well in the Morgan Stanley 
Capital International (MSCI) World Index. When Swedish ethical funds are 
evaluated against a Swedish benchmark, their performance is outstanding, 
while it is much more modest when compared to a global index.

The study by Mallin, Saadouni and Briston (1995) overcomes the benchmark 
problem of the early studies by using a matched-pair analysis. They study 
the returns earned by 29 UK ethical funds and 29 UK non-ethical funds, 
matched on the basis of age and size, between 1986-1993, using the Jensen, 
Sharpe and Treynor performance measures. A small majority of funds from 
both groups under-perform the market, as measured by the FTSA index. In 
addition, ethical funds tend to outperform, relative to their matched non-
ethical pairs, although this effect is weak.

A more recent study of UK ethical fund performance by Gregory, Matatko 
and Luther (1997) adopts a matched-pair approach, and employs a size-ad-
justed measure of performance. Their study concludes that there is no sig-
nificant difference between the returns earned by the ethical and non-ethi-
cal funds, and that both groups under-perform the FTSA benchmark index. 
However, the age of a fund appears to be an important factor influencing 
each fund’s alpha measure, whereas the size of a fund and its ethical status 
are found to be insignificant. 

The UK results mirror the findings of studies that analyse the performance of 
US ethical funds. For example, using monthly data from 1994 to 1997, M’Zali 
and Turcotte (1998) compare the performance of 18 American and Canadian 
ethical funds with 10 non-ethical funds, where both groups are managed by 
the same investment groups. They employ the Sharpe and Treynor measures 
to assess fund performance and demonstrate that four of the ethical funds 
outperform the market index. However, the majority of funds under-perform 
the Standard & Poor’s S&P 500 Index and the Toronto Stock Exchange TSE 
300 Index.

Hamilton, Jo and Statman (1993) compare the performance of a sample of 32 
American ethical funds to that of 170 ordinary funds over a ten-year period 
(1981-1990). The average return for the ethical funds is found to be higher 
than the average returns for the “ordinary,” suggesting that investors do not 
lose by investing in similar ethical funds. The same finding is later confirmed 
by Reyes and Grieb (1998). 
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In summary, while the results of testing ethical funds are inconclusive, it ap-
pears that there is no significant penalty for investing in ethical funds com-
pared to conventional funds. 

4. Data Description and Methodology

4.1. Data Sources

Sources of data about Islamic mutual funds are still very limited compared to 
their ethical or conventional counterparts. Failaka International Inc. (www.
failaka.com), established in Chicago in 1996, is the first specialised organisa-
tion to monitor and publish performance data on Islamic equity funds. In ad-
dition to customised research and consulting services offered by Failaka, the 
company publishes on its website, periodic lists of all known Islamic mutual 
funds, yearly performance reports on almost half of the existing funds, peri-
odic analysis of the industry, and information about each fund and perform-
ance graphs showing the percentage change of the fund’s monthly NAVs and 
its relative market proxy over a given year. Failaka, however, has no historical 
data or rating on these funds. 

Failaka’s list of August 2002 includes the names of 106 Islamic mutual funds. 
Those funds were directly contacted for historical NAVs or returns since 
their fund’s inception date, and 37 of them responded. On a parallel track, 
Standard and Poor’s (www.sp-funds.com) provided historical data on 48 Is-
lamic mutual funds, ten of which are also available through Failaka; thus, 
the total number of funds for which monthly data are available, is 75. Next, 
one restriction that is used in funds selection is the availability of the fund’s 
monthly returns over a period of no less than two years, resulting in a final 
sample of 46 Islamic mutual funds. The median age of the whole sample is 
only 2.5 years for the 75 gathered funds and 3.25 years. 

Funds are then classified into eight categories according to their regional or 
sector investment exposure. These are: Global equity funds, American equity 
funds, European equity funds, Asian equity funds, Malaysian equity funds, 
Emerging markets equity funds, Emerging markets-South Africa and Small 
Cap/Technology funds. This classification gives further insight into sector 
performance. Two other categories, the Balanced (or Secured funds) and the 
Islamic bond funds, are not represented in the study due to the fact that they 
were launched after 2000 when the equity market began its decline.

The period covered in the study begins on January 1, 1997, and ends on 
August 31, 2002. The January 1, 1997 date is chosen since a relatively good 
number of funds became available in the market around that time. One fea-
ture of this period is that it covers a boom phase from 1997 until early 2000 
and a recessionary phase beginning in the year 2000. Hence, the total 68-
month sampling period is further divided into two equal sub-periods – the 
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first 34 months ending on October 31, 1999, and the remaining 34 months to 
reflect the booming-slowing sub-periods.
Two stock market indices are used as benchmarks in the study to evaluate the 
performance of the Islamic funds and the fund categories: an Islamic mar-
ket index (representing region or sector specific index), and a conventional 
broad market index. With regard to the general market index, the Standard 
& Poor’s S&P 500 Composite Price Index is used as the acceptable proxy for 
the studied funds and funds’ categories. The monthly NAVs for the S&P 500 
are gathered for the entire study period from January 1, 1997 till August 31, 
2002. The three-month U.S. treasury bills are used in the study as a risk-free 
asset. Their relative monthly annual yields are gathered from the U.S. Federal 
Reserve website (www.federalreserve.org) over the entire study period.
With regard to Islamic-based indices, we have considered the FTSE Islamic 
Index Series and the Dow Jones Islamic market index. Both the FTSE and 
Dow Jones screen out stocks, the core activities of which are not permitted by 
Shari’ah. The FTSE has five indices, the global Islamic index and four regional 
(the Americas, Europe, Pacific Basin and South Africa) with data available 
from 1994. However, the FTSE series does not have a sector index. The Dow 
Jones has regional Islamic market indices covering the United States, Europe, 
Asia/Pacific, Canada, and the United Kingdom. In addition to its geographi-
cal indices, the Dow Jones has Islamic indices for technology stocks and extra 
liquid securities. 
It is arguably appropriate to use the FTSE and Dow Jones indices to compare 
the performance of dollar-denominated Islamic global equity funds, but they 
may not be as relevant when evaluating the performance of equity markets 
in Muslim countries, where country specific indices can be more relevant, if 
available. Yet, not all Muslim countries provide such indices. Thus, we use a 
list of the Islamic indices that correspond as closely as possible to each fund 
category. For instance, we use five FTSE indices (global, America, Europe, 
Pacific Basin, and South Africa) as benchmarks to match their corresponding 
sector categories in our sample of Islamic mutual funds categories (global, 
America, Europe, Asian, and Emerging markets-South Africa, respectively). 
The Dow Jones technology index is used as the benchmark for our sample of 
small cap funds. The Kuala Lumpur Stock Exchange Syariah Index from April 
1999 and the FTSE Pacific Basin Islamic Index are used for the period prior 
to that as the benchmark for the Malaysian funds. Finally, since the Emerg-
ing markets have no specific country Islamic index, the FTSE Global Islamic 
Index is used as the benchmark for funds in this category.

4.2. Methodology
The total monthly (NAV-based) returns for each single fund and fund cat-
egory are calculated, as well as the returns of the S&P 500 Index (as proxy 
for conventional funds) and the five FTSE Islamic Indices (Global, Americas, 
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Europe, Pacific Basin, and South Africa) and the Dow Jones Islamic Tech-
nology Index (as proxy for Islamic funds benchmark). In addition, mean 
portfolio returns, standard deviations and betas for each portfolio are also 
calculated.1 
Sharpe measures, Treynor measures, Jensen measures, Fama measures (cov-
ering return on overall performance, return premium when fully diversified, 
reward for the lack of diversification, and return on net selectivity), and the 
Transformed Sharpe Measures introduced by Jobson and Korkie (1981) are 
used to measure the performance of each portfolio and compare it to its 
benchmark. A One-way ANOVA Test is also used to test the hypothesis of 
means equality and another test for identifying the cause and direction of the 
difference in means, if any, are conducted. 
The Sharpe ratio represents the portfolio excess return per unit of total risk, 
and the higher this ratio above the benchmark, the better it is. The Sharpe 
ratio is calculated as follows: 
Sharpe = (Rp – RF) / σ (1)
The Treynor ratio is equal to the portfolio excess return per unit of systematic 
risk (beta), and the higher this ratio above the benchmark, the better is. The 
Treynor ratio is calculated as follows: 
Treynor = (Rp – RF) / β (2)
Jensen’s alpha measures excess returns, if any, above (or below) the fund risk-
adjusted return as expected in a CAPM world. A positive (negative) alpha 
implies that the portfolio is outperforming (under-performing) its market 
premium benchmark, whilst a (statistically) zero alpha means that the port-
folio performance is normal, as expected in a CAPM setting. Jensen’s alpha is 
estimated using the following regression model: 
(Rp – RF) = α + β (RM – RF) (3)
Fama (1972) integrates the work of Sharpe, Treynor and Jensen. Using the se-
curity market line (SML) model, the Fama measure divides the overall port-
folio return into three components: return premium when fully diversified, 
reward for the lack of diversification, and return on net selectivity. Portfolio 
returns Rp is equal to: 
Rp = RF + [E(Rp) – RF] + [E(Rp*) – E(Rp)] + [Rp – E(Rp*)] (4)
where, Rp is the actual return from portfolio P (measured ex-post), E(Rp) 
is the expected return from portfolio P in a CAPM world, and E(Rp*) is the 
CAPM expected rate of return for a targeted beta (i.e., E(Rp*) = RF + βT (RM – 
RF). In this context, [E(Rp) – RF] is the premium earned on a portfolio that is 
fully diversified, [E(Rp*) – E(Rp)] is the reward for lack of diversification, and 

1 When estimating beta, the normality of the data is an essential assumption for the ordinary least, 
and is therefore tested for. 
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[Rp – E(Rp*)] is the return on net selectivity (i.e., the ability to select assets so 
that beta of the portfolio is the one that is theoretically implied for it). 
Fama argues that it is difficult to achieve perfect diversification; therefore, in-
vestors should be rewarded for the lack of diversification. Also, additional net 
selectivity should be compensated for. Hence, in a world of imperfect diversi-
fication, Fama measure is superior to Sharpe, Treynor and Jensen measures. 
Additional risk and net selectivity should be compensated for.
The Jobson and Korkie (1981) transformed Sharpe performance measure em-
phasises the statistical significance of performance differences using Sharpe 
ratio. The transformed difference for the Sharpe performance measure is:
SHik,Q =  σk,Q μi,Q – σi,Q μk,Q (5)
where SHik,Q = Transformed Sharpe performance measure difference between 
portfolios i and k for overall period Q.
μ k,Q  =  Portfolio i or k average means return premiums for 

overall period Q.
σi,Q  =  Standard deviation of portfolio i return premiums for 

overall period Q.
σk,Q  =  Standard deviations of portfolio k return premiums for 

overall period Q.
The asymptotic distribution for the transformed Sharpe measure is normal 
with mean SHik,Q and variance described by:

(6)

where
NQ  = sample size for overall period Q.
σik,Q  =  Covariance between mean return premiums of portfolios i and k 

overall period Q. 
For any pair of portfolios, the appropriate test is to determine whether the 
difference in the transformed Sharpe measures, SHik,Q, is statistically equal to 
zero. The above results lead to the following Transformed Sharpe test statis-
tics. 

In this paper, the transformed Sharpe measure is dedicated to comparisons 
between fund categories and benchmarks, not between individual funds.
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5. Empirical Results and Interpretation

The Sharpe measure is computed for each fund (or fund category) using the 
mean return and the standard deviation of the fund (or fund category), and 
the mean return of the risk-free asset that corresponds to the same time pe-
riod. For each fund and fund category, one Sharpe ratio is calculated for the 
relevant Islamic Index and another for the S&P 500, using the mean return 
and standard deviation of the index and the mean return of the risk-free asset 
that correspond to the same time period.
Table 1 lists the results of the fund categories’ Sharpe ratios. The Sharpe ratio 
represents the portfolio excess return per unit of total risk. The higher this 
ratio, the better the fund’s performance is. The Sharpe ratio of the Emerging 
markets funds is the highest, followed by the Emerging markets-South Africa 
funds, and the American funds, all of which have positive ratios. Then come 
respectively the European, the Technology, the Malaysian, the Global and the 
Asian fund categories, all having negative Sharpe ratios. When comparing 
each fund category’s Sharpe ratio to its relevant Islamic indices, four of the 
eight categories perform better than the market; these are respectively from 
the best performing, the Emerging markets, European, American, and the 
Malaysian fund categories. Compared to the S&P 500, four categories are 
also performing better than the index, but they are respectively from the best 
performing, the Emerging markets, Technology, Emerging markets – South 
Africa, and the American fund categories. Overall, these results are mixed; 
yet, the Emerging markets category is the best performer compared to its two 
benchmarks, and the Asian fund category is consistently the worst performer. 
For the overall sample, the calculated Sharpe ratio is lower than that of both 
market benchmarks. 
Table 1 also provides the number (No.) and the per cent of funds within 
each category and across categories, which have a greater (or lower) Sharpe 
ratio than their relative Islamic benchmarks. Over the same period, 29 funds 
(63 per cent) of the total 46 funds studied outperform their relevant Islam-
ic index. Of the 12 funds (26 per cent) outperforming the S&P 500, eleven 
funds simultaneously beat the two indices. The highest percentage of funds 
performing better than their relevant Islamic index is the Emerging markets 
category with 100 per cent and the lowest is the Asian category with 25 per 
cent. When compared to the S&P 500, all the funds in the Emerging markets 
and the Technology categories perform better than the index, whilst all of the 
funds in the Asian category are poor performers.
Table 2 lists the results of the Treynor ratios per fund category. The Treynor 
ratio represents the portfolio excess return per unit of systematic risk (beta), 
and the higher it is, the better the performance. Based on both the relevant 
Islamic Index and the S&P 500 Index , the Treynor ratio of the Emerging 
markets-South Africa funds is the highest, followed by the Emerging markets 
funds and the American funds, all three with positive ratios. When com-
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paring each fund category’s Treynor ratio to that of the fund category’s rel-
evant Islamic indices, four of the eight categories are performing better than 
the market. These are – from the best performing – the Emerging markets, 
American, European, and Emerging – South Africa fund categories. Com-
pared to the Treynor ratios of the S&P 500, again four categories are perform-
ing better than the index, the Emerging markets, Emerging markets – South 
Africa, Technology, and the American fund categories. Overall, the Emerging 
markets category is the best performer compared to its two benchmarks and 
the Asian and Malaysian categories are the worst performers. Finally, looking 
at the overall sample, the calculated Treynor ratio is lower than that of both 
market benchmarks. 

Table 2 also shows that over the same period, 13 funds (28 per cent) of the 
overall 46 funds studied outperform their relevant Islamic index, whilst only 
11 funds (24 per cent) outperform the S&P 500, nine of which are common 
between the two groups. The highest percentage of funds performing better 
than the Islamic index is for the Emerging markets category with 100 per cent 
and the lowest is for the Asian and Technology categories with none of their 
funds performing better than the index. When compared to the S&P 500, all 
the funds in the Emerging markets and the Technology categories perform 
better than the index, while all of the funds in the Asian and European cate-
gories are under-performing. Overall, Treynor measures results show weaker 
Islamic Funds performance compared to Sharpe measures results.

Jensen alphas are calculated and analysed, and their relative significances are 
checked. Table 3 lists the results of the fund categories’ Jensen measures. Al-
though about 50 per cent of the Jensen alphas are positive, none is statistically 
significant, regardless of whether the specific Islamic benchmark or the con-
ventional S&P benchmark is used. Overall, the Emerging markets category 
is the best performing, compared to its two benchmarks, and the Asian cat-
egory is the worst performing. Looking at the overall sample, the calculated 
Jensen alphas are negative based on both the two market benchmarks, though 
statistically insignificant.

Table 3 also provides the following results. Thirteen funds (28 per cent) of 
the overall studied 46 funds have positive, but insignificant, alphas. Of the 
remaining 33 funds (72 per cent) that have negative alphas, only one fund 
(3 per cent) has a significant alpha at the 5 per cent level. When using the 
S&P 500, 11 funds (24 per cent) of the overall studied 46 funds have positive 
alphas, one of which being significant at the 5 per cent level. Of the remain-
ing 35 funds (76 per cent) that have negative alphas, only two funds (6 per 
cent) have significant alpha at the 5 per cent level. When using the S&P 500, 
all the funds in the Emerging markets and the technology categories have 
positive alphas, whilst all of the funds in the Asian and European categories 
had negative alphas.
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Next, two sets of Fama measure are calculated, based on the relevant Islamic 
index and the S&P 500. Table 4 lists the results of the Fama measures per 
fund category. The overall return is the mean of monthly average returns of 
individual funds within a fund category. Obviously, whatever benchmark is 
used, the overall return does not change for 
the same group. The results show that the Emerging markets-South Africa 
category is the best performer given its highest return on overall perform-
ance, followed by the Emerging markets fund and the American fund. 
Ranked according to net selectivity measure only, and using the relevant Is-
lamic Index as the benchmark, Table 4 shows that the Emerging markets cat-
egory comes first, followed by the European, American and Malaysian funds, 
all four with positive returns on net selectivity, implying that they perform 
above the market line. Based on the S&P 500, first comes the Technology 
category, followed by the Emerging markets, Emerging markets-South Africa, 
and the American categories, all four with positive returns on net selectivity. 
When testing the return on the fund’s risk, which is the return premium when 
the fund is fully diversified, against the relevant Islamic Index, the Emerging 
markets-South Africa category has the only positive value, implying that it 
earns the highest reward for bearing risk. When compared to the S&P 500 In-
dex, the American funds category scores the highest risk-adjusted return, fol-
lowed by the Global, Asian, European, Emerging markets-South Africa and 
the Malaysian categories which all have a positive return on the fund’s risk. 
Concerning the required return on a portfolio for not being totally diversified, 
the Emerging markets-South Africa category has the strongest performance 
followed by the American funds category, when compared to the relevant 
Islamic Index, suggesting that these two categories are the least diversified. 
When the S&P 500 is used, the Malaysian category becomes the least di-
versified, followed by the Emerging markets-South Africa, Asian, European, 
Global, and the American categories, all having positive rewards for their lack 
of diversification.
Table 5 is similar to Table 4; however, it reports the results of the relative 
percentages out of the overall performance returns, related to all the funds 
in each fund category. In other words, the return premium on full diversi-
fication (or return on lack of diversification, or return on net selectivity) is 
calculated by averaging the return premiums on full diversification (or return 
on lack of diversification, or return on net selectivity) of all the funds in each 
of the eight fund categories and the overall sample. Here, the overall return 
is the mean of individual mean returns of funds in a fund category. It can be 
noted that for the overall sample and based on the relevant Islamic index, that 
the return on net selectivity, although positive, is not enough to offset returns 
from full diversification and lack of diversification. Based on the S&P 500, 
all the returns of the overall sample are negative. When using the S&P 500 
Index, the negative overall performance is mainly pertained to the return on 
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full diversification (56 per cent), whilst the remaining (44 per cent) are driven 
equally by the return for lack of diversification (22 per cent) and the return 
on net selectivity (22 per cent).

The Transformed Sharpe measure uses the mean and standard deviation of 
monthly return premiums for each fund category and the two market bench-
marks, the relevant Islamic indices and the S&P 500 Index, and the covari-
ance between the fund category’s monthly return premiums and those of each 
benchmark in the computation. This measure is used to test the significance 
of the difference in performance between a fund category and its market 
benchmark. 

Based on the whole study period which extends from January 1, 1997 to Au-
gust 31, 2002, Table 6 – Panel A presents the results of the Transformed Sharpe 
measure. When compared to the relevant Islamic index, four out of the eight 
categories outperform their benchmark with positive Transformed Sharpe dif-
ference that is significant at the 5 per cent level. These are: the Emerging mar-
kets category, followed by the European, American, European and Malaysian 
fund categories. Of the remaining four categories, only the result of the Asian 
category is statistically insignificant. When compared to the S&P 500, also four 
(the Emerging markets category, followed by the Technology category, Emerg-
ing markets-South Africa and American categories) out of the eight categories 
outperform their benchmark with positive Transformed Sharpe difference at 
the 5 per cent significance level. The other four categories all have negative 
Transformed Sharpe differences. The overall sample, however, shows a nega-
tive significant performance vis-à-vis the two benchmarks. 

Next, the results of each sub-period are presented separately. Table 6, Panel B 
lists the results of the first half of the overall study period, i.e. from January 
1, 1997 to October 31, 1999. It can be seen that compared to their relevant 
Islamic index, only one (the Emerging markets-South Africa category) out of 
the eight categories outperform the benchmark with positive and statistically 
significant Transformed Sharpe difference. The remaining seven categories 
have negative Transformed Sharpe differences, all of which are statistically 
significant except the Asian and Emerging markets categories. When com-
pared to the S&P 500, the Technology fund category is the only one out of 
the eight categories that outperforms the benchmark and the difference is 
significant. As for the overall sample, our results show a negative insignificant 
performance vis-à-vis the two benchmarks. Obviously the results of the first 
sub-period differ from those of the entire sampling period presented in Panel 
A of the same table.

Table 6 – Panel C lists the results of the Transformed Sharpe measures for 
the second half of the overall study period, i.e. from November 1, 1999 to 
August 31, 2002. Within this period, it can be noted that compared to their 
relevant Islamic index, 6 out of the 8 categories outperform their bench-
mark with positive Transformed Sharpe difference that is significant at the 
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Table 6. – PANEL A: RESULTS OF THE TRANSFORMED SHARPE MEASURES (OVER 
THE WHOLE STUDY PERIOD)

Fund Category No of 
Funds

Based on Relevant Islamic 
Index Based on S&P 500

SHik,q Z-score Test Result SHik,q Z-score Test Result

Global 11 -0.0002 -1.1939 Reject Ho -0.0003 -1.7169 Accept Ho

American 7 0.0001 0.4324 Reject Ho 0.0000 0.1147 Reject Ho

European 4 0.0001 0.5737 Reject Ho -0.0001 -0.4732 Reject Ho

Asian 4 -0.0007 -1.7256 Accept Ho -0.0010 -2.2503 Accept Ho

Malaysian 14 0.0000 0.0482 Reject Ho -0.0005 -0.6670 Reject Ho

Emerging 2 0.0004 0.9585 Reject Ho 0.0003 0.7659 Reject Ho
Emerging – South 
Africa 2 -0.0001 -0.1055 Reject Ho 0.0001 0.1155 Reject Ho

Technology 2 -0.0005 -0.3224 Reject Ho 0.0004 0.5303 Reject Ho

Overall 46 -0.0003 -0.8815 Reject Ho -0.0005 -1.2871 Reject Ho

PANEL B RESULTS OF THE TRANSFORMED SHARPE MEASURES (OVER THE 
FIRST HALF OF THE STUDY PERIOD)

Fund Category No of 
Funds

Based on Relevant Islamic Index Based on S&P 500

SHik,q Z-score Test Result SHik,q Z-score Test Result

Global 11 -0.0002 -1.0004 Reject Ho -0.0004 -1.5253 Reject Ho

American 7 0.0000 -0.0232 Reject Ho 0.0000 -0.0746 Reject Ho

European 4 0.0000 -0.1859 Reject Ho -0.0002 -0.8901 Reject Ho

Asian 4 -0.0014 -1.8241 Accept Ho -0.0021 -2.8693 Accept Ho

Malaysian 14 -0.0017 -0.9201 Reject Ho -0.0030 -2.0814 Accept Ho

Emerging 2 -0.0017 -2.1819 Accept Ho -0.0017 -2.3714 Accept Ho
Emerging – South 
Africa 2 0.0001 0.0621 Reject Ho -0.0012 -1.5213 Reject Ho

Technology 2 -0.0004 -0.3969 Reject Ho 0.0004 0.6601 Reject Ho

Overall 46 -0.0013 -2.1722 Accept Ho -0.0016 -2.3841 Accept Ho
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5 per cent level, except for the Emerging markets whose results are not signif-
icant. When compared to the S&P 500, 7 out of the 8 categories outperform 
their benchmark with positive Transformed Sharpe difference, all statistically 
significant except for the Emerging markets whose results are not significant. 
The best performer is the Emerging markets category, followed by the Emerg-
ing markets-South Africa, Technology, Malaysian, European, American, and 
the Global categories. The Asian category is the only one with significantly 
negative Transformed Sharpe differences. As for the overall sample, it displays 
a positive significant performance vis-à-vis the two benchmarks. Hence, in 
general, it appears that Islamic mutual funds have shown a strong perform-
ance during the recessionary sub-period.
Finally, for each fund and fund category, a One-way ANOVA test of means 
is conducted, using the monthly returns of the fund or fund category and 
the monthly returns of the relevant Islamic Index and those of the S&P 500 
measured during the overall study period from January 1, 1997 to August 
31, 2002. The one-way ANOVA test of means reveals also that there is not 
any statistically significant difference in the performance of any of the eight 
Islamic fund categories versus all six Islamic indices as well as the S&P 500 
Index, at both the 5 per cent and 10 per cent levels of significance.

6. Conclusion
This study examines the performance of Islamic mutual funds in order to ver-
ify whether the application of the Islamic investment guidelines in asset allo-
cation and portfolio selection has had downside effects on investors’ wealth in 
terms of risk-adjusted returns relative to the market benchmark. The results 

PANEL C: RESULTS OF THE TRANSFORMED SHARPE MEASURES (OVER THE 
SECOND HALF OF THE STUDY PERIOD)

Fund 
Category

No of 
Funds

Based on Relevant Islamic Index Based on S&P 500

SHik,q Z-score Test Result SHik,q Z-score Test Result

Global 11 0.0001 0.2825 Reject Ho 0.0000 0.1129 Reject Ho

American 7 0.0002 1.1404 Reject Ho 0.0002 0.7771 Reject Ho

European 4 0.0003 1.4078 Reject Ho 0.0002 0.6955 Reject Ho

Asian 4 -0.0002 -0.7097 Reject Ho -0.0002 -0.3799 Reject Ho

Malaysian 14 0.0009 1.2717 Reject Ho 0.0008 1.3513 Reject Ho

Emerging 2 0.0015 3.4772 Accept Ho 0.0013 3.1444 Accept Ho
Emerging 
– South Africa 2 -0.0001 -0.2454 Reject Ho 0.0010 1.5395 Reject Ho

Technology 2 0.0001 0.0397 Reject Ho 0.0009 1.0601 Reject Ho

Overall 46 0.0004 1.4953 Reject Ho 0.0003 0.9146 Reject Ho
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are somewhat consistent across the different measures and benchmarks used. 
Over the whole study period, the Emerging markets fund category shows the 
best performance amongst all of the sampled eight Islamic mutual funds cat-
egories, with the Asian fund category being the worst performer. Within the 
top-performing categories, the American and the Emerging markets-South 
Africa fund categories follow respectively the Emerging markets category; all 
three outperforming simultaneously their relevant Islamic index and the S&P 
500. In the middle, the European category outperforms its relevant Islamic 
index (not the S&P 500), while the Technology category outperforms the S&P 
500 (not its relevant Islamic index). At the bottom, in general, the Global 
fund category ranked better than the Malaysian category. 

With regard to the overall sample of 46 Islamic mutual funds, the total number 
of over-performing funds ranges between 29 funds (63 per cent of the sam-
ple) and 11 funds (24 per cent), depending on the performance measure 
and market benchmark used. In terms of the fund category, four of the eight 
fund categories outperform their benchmarks regardless of what performance 
measure was used. Moreover, our ANOVA statistical test shows that no statis-
tically significant difference exists in the performance of the funds compared 
to all indices used. Therefore, the main conclusion of this study is that the 
behaviour of Islamic mutual funds does not differ from that of other conven-
tional funds, with some Shari’ah compliant mutual funds over-performing 
their benchmarks and others under-performing. 

Another interesting finding is observed when studying the performance of 
the funds over two successive periods within the overall study period. The 
first witnessed a booming equity market, while the second was a declining 
market. The results of the Transformed Sharpe measure showed that the per-
formance of the Islamic mutual funds compared to both benchmarks used 
during the second period dominated by recession, is better than during the 
first booming sub-period. This implies that the performance of these funds 
is improving with time, as fund managers are gaining more experience and 
a sense of the market. Another implication from this result is that Islamic 
mutual funds might be a good hedging investment for any equity investor, if 
used to hedge against market downturns and recessions.

In general, the results suggest that there is no statistically significant risk-
adjusted abnormal reward or penalty associated with investing in Shari’ah 
compliant mutual funds, and therefore with following one’s belief in financial 
investment. Therefore, conventional investors can consider Islamic mutual 
funds in their portfolio collection, especially during slow market periods. 
However, the onus remains on the investor to always screen various candidate 
mutual funds according to their performance regardless of whether the fund 
is a conventional, Islamic, or ethical one etc.

Several limitations are encountered during this study given the age of the 
funds studied. The small size sample of 46 funds was unavoidable due to 
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limited data availability and the two-years of data inclusion constraint. Also, 
the 68 months sampling period used in this study is the most appropriate as 
it allowed us to observe returns over two distinct market cycles. However, 
longer historical performance data in the future may lead to more robust and 
conclusive results. Another limitation is that due to the young age of Islamic 
funds, the newly added categories, namely the balanced or secured funds and 
the Islamic bonds funds, are not represented in the study as none had more 
than two-years of data. Adding these funds in future studies will certainly 
paint a different picture of the industry, especially due to their relatively less 
risky nature compared to funds in the other sampled categories.
The above limitations could be avoided in the future when more historical 
performance data is available on the Islamic mutual funds. A matched-pair 
analysis of performance could be carried out between Islamic mutual funds 
and conventional ones (ethical and non-ethical). The matching may be done 
on the basis of size, age, country, and universe of investment, amongst oth-
ers. 
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Abstract
This paper makes the case for the preservation of Muslim Wealth through risk manage-
ment. It provides an exposition of risk management techniques used in conventional 
finance and outlines the limitations faced by Muslim fund managers and businesses. This 
limitation arises from the proscription of key risk-management tools, in particular fi-
nancial derivatives. Though the reasons for the prohibition are diverse, the overriding 
concern appears to be that they encourage speculative behaviour. As such, the emphasis 
of Islamic risk management has been on On Balance Sheet methods. The problem with 
On Balance Sheet methods is that they require the restructuring of business transactions 
which can render businesses less competitive and subject to residual risk. The paper pro-
poses a portfolio insurance scheme that uses the logic and mechanics of conventional 
Index Put Options but in a Shariah compliant manner. The proposal is intended to strike 
a balance between the need to avoid speculation and the genuine need for hedging equity 
risks.

1. Introduction

If there is one key feature that has an equal presence in both Islamic and 
Conventional Financial Systems, it must be the presence of Risk. While much 
has been done in conventional financial markets to both tame and minimise 
risk, the same cannot be said of Islamic capital markets. This lack of attention 
to the management of risk has meant that players in Islamic Capital Mar-
kets have little by which to ensure the preservation of their wealth. Islamic 
businesses and mutual funds are therefore often left to take the brunt of the 
exposures that arise in their operating environments. One can cite several 
reasons for this lack of attention to the management of risk and the conse-
quent preservation of value. First and foremost is perhaps the lack of appre-
ciation, in particular among the jurists, of the need to manage risk. A second 
reason could be the suspicion held by most Shariah scholars to conventional 
risk management tools, most of which are financial derivatives. Yet another 
reason could be attributed to the argument that according to the Shariah, in 
order to avoid riba and justify a return, one must either expend effort or have 
taken on risk.
While this inadequacy may not have been a serious constraint when a capital 
market is still small, the ability to manage the risks that arise from business 
transactions becomes critical as the market develops. The ability to innovate 
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new techniques and instruments to manage the risks endemic of capital mar-
kets determines whether a market goes on to a subsequent phase of develop-
ment or remains under-developed. Players must have the ability to keep the 
level of risk they deem acceptable and lay off or reduce any risk beyond this 
preferred level. Since risk preference differs among investors, well function-
ing capital markets must have the means by which to shift these risks. An 
inability to dissipate risk through redistribution leads to risk concentration, 
which in turn renders capital markets and their financial systems vulnerable. 
Islamic Capital Markets, now in their development stage, must grapple with 
the issue of risk management if they are to develop further. This will be par-
ticularly true for economies where Islamic Capital Markets are envisaged to 
take centre stage.

The objectives of this paper are threefold. The first is to make a case for risk 
management and to show that continued negligence can be inimical to the 
future development of Islamic Capital Markets. The second objective is to 
provide an exposition of the key risk management techniques used in con-
ventional finance and show how proscribing these techniques/instruments 
can be hugely disadvantageous to Muslim investors. The third objective of 
this paper is to propose a risk management alternative that uses the logic of 
proscribed derivatives, to manage equity risks.

This paper is divided into five sections. Section 2 below, introduces key risk 
categories, defines risk management and outlines common conventional risk 
management techniques. Section 3, discusses the stand of Shariah scholars on 
the use of financial derivatives, which are typically the building blocks of con-
ventional risk management. Section 4 lays out the proposed alternative ar-
rangement for managing equity risks. The final section, Section 5 concludes.

2. Risks and Value Preservation through Risk Management

Risk from a conventional finance viewpoint, refers to the uncertainties asso-
ciated with returns from an investment. These uncertainties would translate 
into volatility or the fluctuation of the expected returns from an investment. 
Since, fluctuation of returns is dispersion around a mean, the commonly ac-
cepted measure of risk is standard deviation (σ). Thus, unless an asset comes 
with “guaranteed” fixed future returns, it has some amount of uncertainty and 
therefore risk. In fact, even a “guaranteed” instrument such as a government 
bond has risks if either the issuer’s credit worthiness is questionable or other 
externalities like inflation is present. In a sense, there is really no such a thing 
as a truly risk-free asset. Risk is ever present in capital markets. Risk manage-
ment, refers to the process/techniques employed in reducing the risks faced 
in an investment. It generally involves three broad steps:
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(i)   Identifying the source and type of risk.
(ii)  Measuring the degree or extent of the risk.
(iii) Determining the appropriate response or methods to be used.
While numerous risk management techniques are possible, these can gener-
ally be categorised into two broad methodologies, i.e. the use of on balance 
sheet or off balance sheet methods. The first refers to the process of restruc-
turing business transactions in a way that will minimize asset-liability mis-
matches in the balance sheet. The latter refers to the use of external, usually 
exchange traded derivatives to offset risks that arise from a business transac-
tion. Since the use of derivatives is external to the transaction, these positions 
have no impact on the operational assets or liabilities of the firm and so do 
not show up in the balance sheet. However, since exchange traded derivatives 
are standardized, highly liquid, have low transaction costs and do not involve 
changing existing business methods, managing risk by means of off balance 
sheet methods are by far more popular in conventional systems.
What makes risk management challenging is the fact that risks and returns 
are generally positively correlated. In reducing risk one invariably has to sac-
rifice potential returns – thus the risk-return trade-off. The challenge is to 
protect the expected returns while simultaneously reducing or laying off the 
risks.

2.1. Types of Risks & Hedging

Numerous types of risks are prevalent in capital markets. The more common 
of these are (i) market/price risk, which refers to changes in returns caused 
by changes in market prices of the asset, (ii) inflation risk; which refers to the 
erosion in purchasing power (iii) interest rate risk can be either in the form 
of a change in asset prices arising from interest rate changes or as a change in 
the cost of funds/capital, (iv) default/credit risk which arises when a debtor is 
unable to meet its obligations, (v) liquidity risk, the risk that arises from in-
frequent or thin trading of an asset, and finally, (vi) currency/foreign exchange 
risk, refers to the potential losses that can result when the exchange rate of a 
currency to be received falls in value against home currency or a foreign cur-
rency in which a payment is to be made appreciates against home currency.
In addition to these types of exposures or risks that may arise directly from 
having undertaken a transaction, one could also face indirect risks. For ex-
ample, a bank with solely domestic activities may not have direct foreign ex-
change exposure but could have extensive indirect foreign exposure through 
its clients.
In a narrow sense, risk management can be thought of as hedging. Hedging is 
quite simply the process of protecting one’s investment value by establishing a 
hedge transaction, which has a risk profile exactly the opposite of the original 
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exposure. The basic idea is to offset the volatility in the underlying asset with 
that of the hedge position. Since price movements in the two positions ex-
actly offset one another, a fully hedged position would have zero fluctuation 
and therefore zero (or negligible) standard deviation.

Having outlined risk management, types of risks and hedging, the remainder 
of this section will examine indepth, two key risks in capital markets, (i) eq-
uity (price) risk and currency/foreign exchange risk. We will examine what 
these risks are, how they impact the value of one’s assets and what techniques 
are available to manage these risks in conventional systems. This will be fol-
lowed by a discussion of which of these techniques are shariah compliant and 
would therefore be useable in preserving Muslim wealth.

2.2. Equity Risk and its Management

Going by our earlier definition of risk as volatility/fluctuation, fluctuations 
in equity prices cause volatility of equity returns and thereby hurt wealth 
creation. The most basic form of equity risk management is diversification. 
Diversification refers to the expansion of a portfolio across different assets or 
stocks in order to reduce risk; i.e., portfolio standard deviation. The reason 
portfolio standard deviation reduces with the mere inclusion of additional 
shares has to with correlation. Since no two assets are likely to have a per-
fectly positive correlation, the inclusion of even a randomly selected stock 
reduces portfolio standard deviation.   Diversification however has its limits. 
Even a fully diversified portfolio does not reduce risk to zero, but has residual 
risk known as; systematic risk. 

No amount of further diversification across stocks in a given market (coun-
try) can reduce the systematic risk. Further reduction in systematic risk is 
only possible with international diversification. This however, leads to the 
creation of yet other risks.  As we will see shortly, the advent of financial de-
rivatives has dramatically changed this limitation.

Asset Allocation

A second basic form of equity risk management is asset allocation. Asset allo-
cation is usually intended to change portfolio composition according to mar-
ket outlook. Though intended largely to take advantage of expected market 
movements, the fact that it changes portfolio risk profiles, implies that asset 
allocation too can be a form of equity risk management. Like diversification 
however, asset allocation too has its limits. In some ways, asset allocation 
is betting on market movements. And, like all expectation plays, it can be 
hazardous. A fund manager has to get both the timing and stock selection 
correct.
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2.3. Equity Derivatives
Whereas the two basic strategies, diversification and asset allocation were 
limited in scope, the advent of derivative instruments brought a whole new 
range of possibilities to risk management. Not only did it become possible to 
overcome the limitations of the basic strategies, but entire new strategies to 
alter risk profiles became possible. Using equity derivatives, one could lock-in 
expected values and thereby avoid volatility, establish positions to take ad-
vantage of volatility or combine the two to both lock-in base values while si-
multaneously taking advantage of volatility. The most commonly used equity 
derivatives in risk management have been Stock Index Futures contracts and 
index/equity options. 

2.3.1. Stock Index Futures Contracts (SIF) 

In using SIF contracts two new possibilities opened up for risk managers. 
First, was the ability to manage overall equity exposure and second, the abil-
ity to further reduce systematic risk.
Systematic risk, which is the residual risk that remains even with full diversifi-
cation, becomes manageable with SIF contracts. Suppose a portfolio manager, 
given a bearish short-term outlook intends to reduce by half the systematic 
risk of his portfolio, the hedge would be to combine his portfolio with a short 
position in SIF contracts equivalent to half his portfolio value. If a 3-month SIF 
contract is used for the purpose, the portfolio’s systematic risk is halved for 
the 3-month period of the hedge. Following expiry of the SIF contracts, the 
systematic risk returns to its prior level. Thus, SIF contracts not only enable 
one to change the risk profile of an equity portfolio, but to do so as and when 
desired.
In the absence of SIF contracts, changing portfolio composition to reduce 
systematic risk is a very difficult process. It is time consuming, iterative and 
expensive. With SIF contracts, hedging such risk becomes easy and inexpen-
sive.
When one wants to manage the overall equity exposure, SIF contracts can 
be used to “lock-in” the value of an existing portfolio. This is classic wealth 
preservation. One manages equity risk by hedging the current portfolio using 
SIF contracts to lock-in a value regardless of underlying market movement.  
Such a hedge is established by shorting an amount of SIF Contracts adjusted 
for the portfolio’s systematic risk or beta. This combined portfolio of short 
futures and the original stock position preserves overall value because any 
diminution in the value of stocks should be offset by profits on the futures 
position. A fully hedged position such as this reduces equity price risk to zero 
but does not have zero returns. Since the overall combined position is risk 
free, it mimics a riskless asset and therefore has earnings equal to the risk-free 
rate of return. In a sense, the combined long stock, short SIF position syn-
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thesizes a long Treasury bill position. Thus, not only do we not lose anything 
when the market falls, we add an amount approximating the risk free rate to 
the original value of our wealth. Furthermore, since one can easily replicate a 
long treasury bill position using SIF contracts, asset-allocation strategies too 
become easier and a lot cheaper with SIF contracts.

2.3.2. Equity Options/Index Options

Unlike SIF contracts that ‘lock in’ a portfolio value, the advent of equity / 
index options has meant that risk-management need not just be about risk 
reduction. Using options, it becomes possible to simultaneously reduce risk 
while also keeping the upside profit potential intact. This inherent flexibility 
has meant that options have become a key tool in equity risk management. 
Though numerous option-based strategies are possible, the most popular 
where equity risk management is concerned is known as Portfolio Insurance. 
Portfolio Insurance involves the use of put options in order to hedge equity 
risk. Portfolio managers would use index put options to limit downside risk 
while keeping intact upside potential. A portfolio insurance strategy therefore 
provides both downside protection and upside potential. This is the value 
added of using options over futures. Figure 1 below shows the payoff profile 
to a typical portfolio insurance strategy.

Figure 1. – PAYOFF PROFILE TO PORTFOLIO INSURANCE

The hedged payoff represented by the bold line shows how the strategy limits 
downside risk while keeping upside potential intact. The maximum loss to 
the strategy would be the total premium paid for the purchase of at-the-mon-
ey puts. The upside profit potential equals portfolio value beyond its initial 
value less the premiums paid. Note that the hedged payoff replicates that of 
a long call position. In both the portfolio insurance and the earlier strategy 
using SIF contracts, the risk manager uses derivatives to financially engineer 
a different desired risk profile.
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2.4. Alternatives for Islamic Portfolio Managers
The above illustrations showed how the impact of downside risk to equity 
portfolios can be muted by use of financial derivatives. It should be noted that 
aside from the above portfolio insurance strategies numerous other trading 
strategies to fit different market scenarios are possible with derivatives. How-
ever, as things now stand, with the exception of the most basic risk manage-
ment tools; diversification and asset allocation, none of the other techniques 
are currently available to managers of Islamic portfolios. Recall that diversifi-
cation only helps up to a point. With most global equity markets having fallen 
on average close to 40 per cent over the last 3 years, even fully diversified 
stock portfolios would have fallen as much. The limitation of asset allocation 
strategy is that it requires managers to make a call on future market move-
ments. Empirical studies have shown that active asset allocation strategies 
seldom outperform over the long term. So, what can an Islamic fund manager 
do to preserve the value of his portfolio and the wealth of his Muslim inves-
tors? The answer as it stands now is very little!

2.5. Currency / Exchange Rate Risk
If there are serious handicaps to Islamic equity managers, a similar situation 
prevails for the Muslim firm facing currency or exchange rate risk. Given 
the systematic nature of currency risk, an Islamic firm engaged in interna-
tional trade is just as exposed as non-Islamic ones. Value destruction hap-
pens with currency exposure, when a receivable foreign currency depreciates 
or a foreign currency, in which a payable has to be made, appreciates. It is 
in the area of currency risk management that most of the innovation in risk 
management has occurred. As in the case of all exposures, currency risk can 
be managed by either on or off Balance Sheet methods. The easier and by far 
more popular method is to use off Balance Sheet techniques using currency 
derivatives. The table below summarizes the appropriate hedge position for 
the four most popular currency derivatives.

HEDGE STRATEGIES WITH COMMON CURRENCY DERIVATIVES

Currency Derivative
To Protect Against Currency

Appreciation Depreciation
– Forwards Long Short
– Swaps Long Short
– Futures Long Short
– Options Long Call Long Put

While the above methods simply involve buying or establishing the appropri-
ate position in mostly exchange traded derivatives without the need to change 
the underlying foreign currency transaction, the on balance sheet methods 
described below require either a restructuring of the original underlying 



70
The European Journal of Management 
and Public Policy • Vol.3, No.1 (2004)

transaction or using customised techniques. Among the more common cus-
tomised techniques to managing currency risk are as follows:
(i)    Exposure Netting; Involves the creation of an offsetting exposure in the 

foreign currency. For example, if we are to receive a payment in Japa-
nese ¥en in the future, we hedge by creating a ¥en payable for the same 
amount and maturity. This essentially means buying something in Japan 
for the amount of our receivable on an equal credit term.

(ii)    Pricing Strategy; Here we hedge the potential exchange rate loss by mark-
ing up the price we quote for a foreign currency denominated transac-
tion.

(iii) Money Market Hedge; Involves the use of simultaneous borrowing and 
lending in two different currencies in order to ‘lock-in’ the home cur-
rency value of the underlying transaction. For example, to hedge a for-
eign currency receivable, we borrow in the foreign currency, covert to 
home currency at the spot rate and immediately deposit it in a domestic 
bank for a tenor equal to the receivable period. The amount borrowed 
in foreign currency should equal the present value of the receivable.

(iv) Currency Risk Sharing Agreement (CRSA); is an agreement under which 
the two parties agree to carry out a transaction at an exchange rate that 
splits the profit/loss for large exchange rate movements. The sharing takes 
place for spot rates that fall outside a predetermined “neutral zone”.

In contrast to the hedging techniques that use derivative instruments, the 
customized on Balance Sheet techniques, are usually more difficult to estab-
lish and have serious inadequacies. Exposure netting is easier said than done. 
Often there is nothing suitable that a company can buy in the foreign country 
in order to create the liability. Worse, other risks are often created in the proc-
ess. The use of Pricing strategy has the serious downside that it would render 
the firm uncompetitive. Particularly, against non-Muslim businesses that can 
easily use derivatives to hedge at much lower/neglible costs. Yet, given the 
current state of affairs, the only exchange rate risk management techniques 
available for Islamic fund managers/businesses, would be customized hedges 
such as CRSA and Exposure Netting. The problem here is that the underly-
ing transaction itself has to be restructured. Unless the foreign customer is 
encumbered in some way, they could easily take their business elsewhere. 

3.  Risk Management & Islamic Finance – 
the Current State of Affairs

If there is one conclusion that we can draw from our discussion, it is that 
Muslim businesses face the same risk exposures that conventional ones do. 
Yet, the alternatives available to them to manage these risks are severely lim-
ited. The limitation arises from the fact that current thinking among Islamic 
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jurists seems to be that while customized methods are acceptable, the use 
of exchange traded (standardised) instruments such as derivatives should be 
disallowed. Such a stand has two implications on the preservation of value 
and wealth creation of Muslim businesses. First, it keeps them vulnerable to 
value loss and second, renders them less competitive. In a zero sum world, if 
we imagine two firms trading with each other, if one side is able to fully hedge 
while the other is unable to, losses incurred by one will constitute the gains to 
the other. Wealth is being transferred from the unhedged to the hedged. Over 
time, this can have disastrous consequences on Muslim wealth creation. 
While an evaluation of fatwas on derivatives is beyond the scope of this pa-
per and is not the intention here, an overview of the current stand would 
be useful in the context of our discussion. As any student of Islamic finance 
would agree, the jury is still out as far as a definitive opinion on derivatives 
is concerned. The validity and permissibility of these instruments appears 
to vary by scholar/jurists. Even where Islamic scholars have found them ob-
jectionable, their reasons for objection differ. There does not appear to be a 
consensus. Much of the work by Islamic scholars has been of a highly juridi-
cal nature. They examine derivatives within narrow confines of contractual 
arrangements and thereby miss the broader picture of why instruments like 
futures and options are needed in modern business environments. The table 
below provides a sample of some of the opinions of Islamic scholars.

Table 1. − OPINION ON EXCHANGE TRADED FUTURES

Source Summary of Opinion

Fatwa of Omam Al-Har-
amaini Al-Jauwaini

Futures Trading is Halal if the practice is based on Darurah and the 
Needs or Hajaat of the Ummah.

Syariah Advisory  
Council (SAC) of  
Securities Commission, 
Malaysia

–   Futures trading of commodities is approved as long as underlying 
asset is halal.

– Crude Palm Oil Futures Contracts are approved for trading.
– For Stock Index Futures (SIF) contract, the concept is approved. 
Thus, it implies that a Stock Index Futures contract of a halal index 
would be acceptable.

Ustaz Ahmad Allam; 
(Islamic Fiqh Academy 
– Jeddah, 1992)

– Stock Index Futures (SIF) trading is Haram, since some of the  
underlying stocks are not halal.
– Until and unless the underlying asset or basket of securities in the 
SIF is all Halal, SIF trading is not approved.

Mufti Taqi Usmani (Fiqh 
Academy – Jeddah)

– Futures transactions not permissible, for two reasons:
(i) According to Syariah, sale or purchase cannot be affected for a 

future date.
(ii) In most futures transactions delivery or possession is not 

intended.
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Table 2. − OPINION ON EXCHANGE TRADED OPTIONS 

Source Summary of Opinion

Ahmad 
Muhayyuddin  
Hassan

– Objects to option trading for 2 reasons
(i) Maturity beyond three days as in-khiyarat is not acceptable.
(ii) The buyer gets more benefits than the seller, this constitutes injustice.

Abu Sulayman 
(Fiqh Academy 
– Jeddah, 1992)

–  Acceptable when viewed in the light of bai-al-urbun but considers op-
tions to have been detached and independent of the underlying asset 
– therefore: unacceptable.

Mufti Taqi Usmani 
(Fiqh Academy 
– Jeddah)

– Promises as part of a contract are acceptable in Shariah, however the 
trading and charging of a premium for the promise is not acceptable.

Yet others have argued against options by invoking “maisir” or unearned 
gains. That is, the profits from options may be unearned.

Hashim Kamali 
(1998, International 
Islamic University, 
Malaysia)

– Finds options acceptable
i. Invokes the Hanbali tradition, cited Hadiths of Barira (RA) and Hab-

ban Ibn Munqidh (RA).
ii. Also draws parallels with the al-urbun in arguing that premiums are 

acceptable.
iii. Cites that contemporary scholars such as Yusuf al-Qaradawi and 

Mustafa al-Zarqa have authenticated al-urbun.

Shariah Advisory 
Council (SAC) 
Securities  
Commission,  
Malaysian

– No formal opinion on options. The fact that there are no equity op-
tions, only index options available currently has meant that there is no 
urgency. Index options are disallowed based on the argument that some 
of the stocks in the KLSE CI are non-halal.
– However, the SAC has approved as halal, the trading of Warrants/TSRs 
as long as the underlying stock is designated as a halal stock.

(Note that warrants as traded in Malaysia are essentially long-dated Call 
options. They have exactly the same payoff profile as Calls).

The fractions nature of the debate and opinions is obvious. It appears that 
any number of objections could be made for a given derivative instrument. 
The object of juridical analysis appears to be a micro examination of each and 
every feature of a derivative instrument to see if it passes, an often subjective 
religious filter. Neither the overall intended use of the instrument, nor the so-
cietal benefits that could accrue, seem to have been given due consideration. 
Aside from individual interpretation, the differing opinions among mazhabs 
/ imams complicate the situation further. Thus, an option contract may be 
found objectionable for completely opposite reasons. For example, when seen 
from the viewpoint of the subject of sale (mahal al aqd), the subject of sale 
in options are rights / obligations which some, such as Abu Sulayman (1992) 
find objectionable. The thinking is that rights / obligations are different (de-
tached) from the underlying asset. When seen solely as conferring rights / 
obligations, options are indeed different from their underlying asset. Based 
on this line of reasoning, while the sale / purchase of assets are entirely ac-
ceptable, prohibition is based on the fact that transactions in abstract matters 
such as rights and obligations are not recognised in the sharia.



73
Bacha: Value Preservation through Risk Management

On the other hand, if options as derivatives are considered attached to the 
underlying asset, then objections have been made on the problem of paired 
contractual obligations (‘aqdayn fi aqd). The existence of paired contractual 
obligations invalidates both the option contract and the sale contract of the 
underlying asset. Thus, to summarise, an option may be found objectionable 
if it is deemed to be independent of its underlying asset and again objection-
able if it is dependent and therefore paired. The irony that an instrument 
could be prohibited based on two diametrically opposite viewpoints appears 
to have been lost.

The above example illustrates the difficulty in arriving at any form of consen-
sus. While some mazhabs such as the Hanbalis have been broader in their 
acceptance, the Shafi’ and Hanafis have been less so. The Hanbalis for ex-
ample are somewhat liberal when it comes to the option of stipulation (Khi-
yar-al-Shart). They uphold that stipulations that remove a hardship, fulfil a 
legitimate need, provide a benefit, or facilitate the smooth flow of commercial 
transactions are generally acceptable as a matter of principle. 

The above prohibitions not withstanding, the fact that risk management re-
alities may make it inevitable to use derivative instruments is shown by the 
fact that surveys carried out by the Islamic Development Bank (IDB) find 
that some Islamic Financial Institutions (IFIs) indeed use off Balance Sheet 
hedging tools such as forwards, swaps etc. in managing their currency risk. 
(Khan and Ahmed, 2001).

Regardless of what their main reasons for objecting to these instruments 
may be, a common concern appears to be that enabling the use of derivatives 
could lead to potential speculative behaviour. While this concern is indeed a 
legitimate one, particularly in view of recent scandals involving derivatives, a 
clear balance has to be reached between the need to avoid speculative abuse 
and the need to use these instruments for genuine hedging. There is obviously 
a legitimate need to use these instruments for preserving value / wealth.

4.  A Proposed Alternative to Value Preservation 
by Managing Equity Risk

In this section, a proposed alternative to value preservation through the man-
agement of equity risk is outlined. The focus is solely on the preservation of 
wealth invested in equity instruments. The proposal is built on the need to 
strike a balance between avoiding speculative behaviour and enabling genuine 
hedging needs. The leverage inherent of derivative instruments makes them 
highly amenable to speculative play, with potentially disastrous consequences 
to efforts of wealth preservation. However, by not being able to hedge with 
these instruments and exposing one’s wealth to otherwise easily manageable 
risks, is being imprudent and equally irresponsible, as is speculation.
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The objective of the proposal is not to ‘engineer’ Islamic forms of conven-
tional derivatives but to create an institutional arrangement which will alter 
the risk profile of an existing equity portfolio to that of a less risky one. To see 
how the proposal will work, we use the example of an Islamic mutual fund 
or unit trust faced with equity risks. Remember that currently, aside from 
diversification and asset allocation, Islamic Mutual funds have no means of 
hedging sudden downward swings in stock prices.
The proposed arrangement uses the logic of institutions already in place in 
conventional systems, to protect consumers who may not be able to hedge 
their exposures. One example, in the context of banking, is the FDIC (Federal 
Deposit Insurance Corporation) of the US. Based on this logic, the proposal 
requires the establishment of a government or quasi government agency with 
initial capital from the government. The FDIC is not government funded, 
but by an industry levy on private institutions. Its obligations, however, are 
guaranteed by the government. Just as the FDIC’s role is to provide deposit 
insurance to depositors who otherwise have no means of hedging their risk, 
the proposed agency’s role will be to protect Muslim wealth invested in eq-
uity by selling “portfolio insurance” to Islamic Mutual funds. In essence, the 
agency sells certificates that work like conventional Index Put options with 
perhaps a one-year maturity. In exchange for paying premiums, the Islamic 
Mutual fund receives put certificates of a given face value, exercisable anytime 
within the one-year maturity period. Should the mutual fund experience a 
diminution in its portfolio and decide to exercise its put certificates, it will 
exercise by selling the insured portion of its portfolio at the market price that 
prevailed at the time of insurance. As with conventional derivatives, such 
exercises can be carried out only once until maturity and would be exercis-
able in full. 
At this point, several questions arise. Given the several banking failures in the 
US, even with the presence of the FDIC, insurance is obviously no panacea. 
The essential questions that need to be addressed would be:
(i)  How will the premiums be determined?
(ii)  How will it handle the potentially huge moral hazard problems and abus-

es?
(iii) How will the agency offering the insurance, hedge its own exposure?
(iv)   Who would be the ultimate beneficiaries of this proposal and why would 

Islamic Mutual funds want to participate?
The discussion that follows will be organised in the order of the above ques-
tions. For ease of identification, let us name this proposed agency IEGC (Is-
lamic Equity Guarantee Corporation). As mentioned previously, IEGC sells 
portfolio insurance to Islamic Mutual funds in exchange for premiums. In 
essence, IEGC provides a guarantee against stock price declines. Experience, 
however, shows that guarantees, especially blanket ones are subject to serious 
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abuse. Thus, for the proposal to be workable, safeguards and control systems 
must be built in. 
In the subsections that follow, we address the above questions and outline 
some of the safeguards and operational controls that will be needed for the 
proposed agency to function well.

4.1. Determination of Premiums

Premiums charged by the IEGC will be dependent on two factors; first on 
the overall level of risk of a mutual fund’s portfolio, and second on the Face 
Value of the amount to be insured. Both of these are logical determinants 
of premiums in conventional insurance and are intended to protect the in-
surer. Since the assets to be insured are publicly listed and exchange traded 
stocks, measuring their level of risk is relatively straightforward. The overall 
Beta (systematic risk) of the mutual fund’s portfolio could be the level of 
risk measure. Thus, higher risk portfolios would be subject to higher pre-
miums, whereas lower risk ones, lower premium. The second determinant, 
the insured amount would obviously depend on the size of the mutual fund. 
However, in keeping with experience of insured regimes, it is proposed that 
the total amount insured be capped at a maximum of perhaps 30 per cent 
of the total value of the fund to be insured. For example, suppose a mutual 
fund currently has a stock portfolio with a total current value of RM100 mil-
lion. The value insured for such a fund should be RM30 million. This means 
that the insured mutual fund when exercising its put certificates will receive 
RM30 million from IEGC in exchange for 30 per cent of its portfolio. Thus, 
the mutual fund gets to sell the stocks within the insured 30 per cent of its 
total portfolio at the original value that prevailed at the time of insurance. 
IEGC now becomes the owner of these stocks. Any losses beyond the 30 per 
cent will be borne by the fund’s investors/unit holders. Thus, the proposed 
arrangement is really a partial, not a full hedge.

4.2. Safeguards against Moral Hazard

The key to the success of any guarantee scheme would be the avoidance of 
problems related to moral hazard. To be workable, the proposed arrange-
ment must not give fund managers the incentive to increase portfolio risk 
subsequent to being insured, nor induce dysfunctional behaviour along moral 
hazard lines. There are four reasons why moral hazard will be controlled in 
this proposed arrangement.
(i) Premiums are dependent on risk; higher risk portfolios will be penalised 

with higher premiums. Since the monitoring of a fund’s portfolio risk 
post-insurance will be continual, subsequent increases in the overall port-
folio will incur additional premiums. The continuous monitoring of in-
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sured mutual funds is not difficult. In fact for all public mutual funds, the 
trustees appointed as part of the approval process already monitor their 
funds. Mutual funds are required to report all transactions to the trustee. 
Thus, the IEGC would merely have to latch on to this mechanism in order 
to monitor the mutual funds.

(ii) Since the assets being hedged are stocks that are publicly listed and trad-
ed, tracking their price movements or monitoring other events relevant 
to particular stock portfolios is not difficult. In fact, compared to the ef-
fort required to monitor the quality of a bank’s loans portfolio, as does 
the FDIC, this will be a lot easier and cheaper and can be done on a high 
frequency basis.

(iii) The third reason why there is in-built control against moral hazard is the 
fact that even with the portfolio insurance, the hedge is a partial, not a 
total one. Since mutual funds will be covered only up to a maximum 30 
per cent of the total value of the funds, it will be in the interest of mutual 
fund managers to act prudently.

(iv) Finally, moral hazard is also controlled by the fact that the put option 
bought from the IEGC is exercisable only once and in full within the 
one-year maturity. This is a feature common to even exchange traded 
derivatives. Since the option is exercisable only once and in full, fund 
managers will have to think carefully before exercising and taking profit. 
Once exercised, the insurance lapses, and a new one has to be bought, at 
a new premium. The mutual fund will also have to give up on the portion 
of portfolio insured. Thus, it will not be in the fund manager’s interest to 
exercise when there are small dips in prices and / or when he thinks the 
downturn is temporary.

4.3. How would IEGC manage its exposure?
In selling portfolio insurance, it is clear that the IEGC will be taking on the 
portfolio risks passed on it. A portion of the equity risk of Islamic Mutual 
funds is being transferred to the insurer. The cumulative total will be sub-
stantial. This risk must be managed. Unless carefully managed, the entity’s 
initial capital could be quickly wiped out. In charging premiums according to 
portfolio risk and by limiting exposure to a maximum 30 per cent of a fund’s 
total value, the agency has taken the first steps in managing exposure.
Figure 2 below, shows the risk profile to the IEGC. Note that the agency’s 
profit (from premium) is limited to the area between the horizontal axis and 
X. Its losses, however, have a potential maximum of -0.3 Vo, where Vo is the 
portfolio value at the time the insurance is initiated. The point 0.3 Vo, reflects 
the 30 per cent cap on total value of portfolio insured. At any point to the 
right of Vo, the agency keeps its premium. Losses are incurred when portfolio 
value falls below, (Vo – x ).
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Figure 2. – PAYOFF AND RISK PROFILE TO IEGC

In capping the value insured for a mutual fund, the IEGC is limiting its down-
side. As such, the risk profile of the agency is one of limited upside (profit 
potential) and limited downside (loss potential). Next, it has to do what all 
insurance companies do – invest its capital and proceeds from premiums col-
lected in returnable earnings. Relative to a typical insurance company how-
ever, the IEGC has greater exposure to systematic risk. This is because, unlike 
fire, accident or other such insurance where the events are independent and 
uncorrelated, stock price movements are. A sliding stock market where most 
stocks fall together is entirely possible. Such systemic risk is also the case with 
banking and therefore FDIC type insurance. This is why, in insuring situa-
tions such as this, government participation is needed. Still, the IEGC has one 
advantage over conventional insurance, it takes possession of the insured asset 
once the insured party exercises. This is unlike conventional insurance, which 
simply pays for the losses but does not take over the insured asset. On exercise, 
IEGC takes possession of the insured portion of the stock portfolio.
In the absence of Islamically acceptable derivatives with which to hedge itself, 
the logical means by which IEGC manages its risks would be to invest in as-
sets uncorrelated to equity movements. The first such asset would be Islamic 
bonds, Green bills, Islamic Certificates of deposits etc. Additionally, invest-
ment in real estate assets, utilities, infrastructure projects and other halal 
businesses should be acceptable. Income from these investments, its holdings 
of stocks taken over from mutual funds, together with premiums received, 
should be used to build on the initial capital. By investing in a wide range of 
projects, IEGC will be diversifying and so managing its risk. In holding on to 
the stocks it has received on exercise by mutual funds, IEGC has the potential 
to gain from subsequent recovery in the stock prices. As an institution not 
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subject to short term performance measures the way mutual funds are, IEGC 
can afford to hold on to these stocks for longer periods. Finally, to further 
diversify and reduce risk, the practice of conventional insurance companies 
to undertake cross border reinsurance should also be possible here. In this 
situation, agencies similar to IEGC in other Muslim countries could invest in 
each other, thereby dissipating the risk of any one entity through cross border 
diversification.

4.4. Related Issues
Two related issues remain in this discussion. The first is the question of who 
is really being helped by this portfolio insurance proposal and second, why 
should Islamic mutual funds be willing to participate in this scheme. In ad-
dressing the first, it should be obvious that the ultimate beneficiary would be 
individual Muslim investors in mutual funds. Mutual fund investment is a 
form of saving and constitutes a key portion of wealth in developed econo-
mies. The benefit of an altered (lowered) risk profile to an Insured Mutual 
Fund is shown in Figure 3 below. 

Figure 3. – PAYOFF AND RISK PROFILE TO INSURED MUTUAL FUND

Figure 3 shows the payoff and risk profile to an insured Islamic Mutual fund. 
The solid line that passes through Vo and ends at –Vo represents the payoff 
to the original long stock or equities position. It also represents the payoff to 
the unhedged position. The dotted line denoted x which ends at 0.3 Vo is the 
mirror opposite of the payoff to IEGC (shown in Figure 2). At any point to 
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the right of Vo, (when value is rising), the insurance is worthless and there-
fore has a net cost of – x. At any value below Vo, the insurance begins to be 
valuable. At any point to the left of (Vo – x), the insurance is worth exercis-
ing. The maximum profit from exercising the insurance is reached at 0.3 Vo, 
which reflects the fact that the insurance is capped at 30 per cent of the total 
fund value. The bold line shows the payoff to the overall insured position. It is 
derived by aggregating the dotted line x and the long equity payoff line. Thus, 
at any point to the left of (Vo – x), the insurance scheme is always superior 
to the unhedged position. To the right of that point however, the insured 
scheme produces a return lower than the unhedged long equity position by 
the amount of the premium.
Mutual fund investment being a mudarabah arrangement, the individual in-
vestor has little recourse if a mutual fund makes losses. Any stability in mu-
tual fund returns directly benefits its investors. In addition to more stabilised 
returns, individual investors also benefit from the monitoring services of the 
IEGC. As the agency continuously monitors mutual funds for changes in the 
risk profile of its insured funds, investors benefit from the scrutiny. The mere 
fact that an external party is monitoring their activity can tamper a fund 
manager’s behaviour. This adds another layer of safety to the preservation of 
their wealth.
The final question that remains is why should Islamic Mutual funds be willing 
to join such an insurance scheme? Obviously, participation will mean increased 
operational costs. Aside from the cost of the insurance premium, there will be 
higher administrative costs in line with the need for additional compliance. 
Given these, it would appear that it would not be in the interest of a fund man-
ager to participate. However, even without government fiat, it would be possible 
to get most funds to participate if, as in the case of the FDIC, participation is 
seen as an official stamp of approval and of government backing. When inves-
tors are shown as direct beneficiaries, market forces would ensure participation 
of the mutual funds. As investors gravitate towards the insured funds, it will be 
in the interest of the uninsured to participate.

5. Conclusion
The objective of this paper was to make a case for wealth preservation through 
risk management. It provided an exposition of risk management techniques 
used in conventional finance and outlined the limitations faced by Muslim 
fund managers and businesses. This limitation arises from the proscription 
of the key set of risk management tools; namely financial derivatives. Though 
the reasons for proscribing derivatives are varied, the overriding concern ap-
pears to be that they encourage speculative behaviour. As such, the emphasis 
of Islamic risk management has been on On Balance Sheet Methods, such as 
diversification and asset-allocation in the case of equity risks and methods 
such as exposure-netting, pricing strategy and CRSA in the case of currency 
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exposure. The problem with On Balance Sheet Methods is that they require 
the restructuring of business transactions which can render businesses less 
competitive and subject to residual risk.

The paper goes on to propose a portfolio insurance scheme where Islamic 
Mutual funds would be able to buy the equivalent of Index Put options from a 
centralised agency. At the heart of the proposal is the need to strike a balance 
between the key concern of Shariah scholars, which is to prohibit speculation 
and the genuine hedging need to preserve Muslim wealth.

In avoiding speculative behaviour but enabling risk management, value is 
preserved. One should bear in mind that a failure to manage risk is not just 
imprudent, but value destructive. Risk reduction, aside from stabilising re-
turns, can be value creating. As risk is reduced, the required returns for an 
investment reduces. For a given cash flow, the investment increases in value 
as required returns fall. Thus, risk management can be not only wealth pre-
serving but also wealth creating.

One would be tempted to ask if the proposed scheme has real world prec-
edence. The answer is yes. Indeed, there are several institutions that already 
play the same role as the proposed IEGC. The FDIC, which has already been 
mentioned, is one. Another would be the Pension Benefits Guarantee Corpo-
ration (PBGC) also of the US. 

In a sense, even within stock markets, market makers and specialists who are 
required to buy when stocks are falling are also playing a similar role. They 
however, assure liquidity, not value. Their similarity with the IEGC is that 
they too would end up going with long (buying) stocks during down markets. 
Their survival has depended on their ability to manage their risks. The ability 
to use derivatives to manage their risk has obviously made their task easier. 
Finally, the proposed equity insurance is really not very different in risk pro-
file terms from the credit guarantees that Islamic Banks routinely provide for 
their customers. In providing a credit guarantee, a bank is essentially provid-
ing a put option to its customer. Thus, it is no different from the put option 
provided by the IEGC to Islamic Mutual funds.

In conclusion, the current inattention to risk management, in particular eq-
uity risk, can have serious long-term implications on the overall economy. 
The inability to hedge equity risk and the resultant losses would cause money 
to flow away from Capital Markets and into non-tradeables such as real estate 
or worse, gold, jewellery and the like. This stunts capital market growth, de-
nies businesses easy access to capital in order to grow and allocates resources 
into non-tradeable assets, which are amenable to asset bubbles. Money capital 
goes not into producing goods, but into “safe” but “dead” assets. The result 
would be a prohibitively high cost of capital for businesses, rendering the 
overall economy uncompetitive. Thus, there is an economic and social cost 
to ignoring risk management.
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Abstract

Marketing Islamic insurance (takaful) products does not imply exploiting the religious 
factor alone. Equally important is the marketing channel. As a marketing tool the agency 
system is vital. Insurance agents who sell policies are not employees of insurance com-
panies. They work on a commission basis and thus are motivated by the volume of sales 
made. By using agents, insurance companies can cut overhead costs and help expand 
markets without using or setting up new costly subsidiaries. The first takaful company 
in Malaysia, Syarikat Takaful Malaysia Berhad (STMB), does not use the agency system 
(al wakalah), in contrast to the second company, Takaful Nasional Sendirian Berhad 
(TNSB). The different marketing channel used has a lot to do with both companies fol-
lowing different Islamic scholars’ views of the al wakalah contract. It centres upon dif-
ferences in juristic interpretation (iktilaf) on whether the takaful company, as a manager 
(mudharib), can use part of the capital, in terms of premiums provided by the policy-
holders (rabulmal), to pay agents’ commissions. This study looks at how this difference in 
juristic views has impacted the performance of both takaful companies. The study found 
that TNSB performed better than STMB. In this sense, al wakalah is able to generate 
greater benefits (manfaat) than the takaful companies while not causing harm (madar-
rah) to the customers. It is therefore crucial for STMB to review its policy on al wakalah 
and embrace the system to improve its performance. 

1. Introduction

There are a number of issues in the takaful industry that warrant serious 
research both in theory and practice. Earlier, attention was mostly focused 
on questioning the content of uncertainty (gharar) and gambling (maisir) in 
takaful. Gharar can mean many things such as pure or natural risks as well 
as risks arising from human deliberate action and likewise, gambling and 
aleotary contracts deal with the outcomes that arise from pure chance. Fur-
ther debates dwell on the retakaful issue and the takaful model that uses the 
principle of mudharabah in the investment of takaful funds.
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This paper deals with the last issue where mudharabah is applied in manag-
ing takaful funds. Since the promotion of takaful products can be carried out 
by agents as well as owners, Islamic law (Shariah) legitimacy depends on the 
nature of the takaful model adopted by the company. If the model is based on 
mudharabah, there is a disagreement over the use of agents in product mar-
keting. However, the agency system (al wakalah) is an important aspect of the 
insurance business as it greatly aids the marketing and distribution network 
at minimum cost. If juristic differences arising from iktilaf have thwarted the 
function of agents, it is important to see how this has impacted the perform-
ance of takaful companies that go against the agency system. Likewise, it is 
also interesting to see the performance of takaful businesses that apply the 
system. 
Two takaful companies in Malaysia, in which one supports the system of 
agents while the other rejects it, were chosen for this study. First, by using 
trend analysis, the study examines the growth of takaful funds in these two 
companies over time. Greater expansion of the takaful business may imply 
more market share. Since they sell similar products, greater market share may 
be caused by an efficient marketing system that is either through al wakalah 
or a subsidiary network. Second, the study uses financial ratios to measure 
each company’s performance. Profitable operations can be due to lower over-
head expenses. Refusal to adopt al wakalah may increase capital expenditure, 
which in turn decreases profit, since the takaful company is required to set up 
new subsidiaries across the country to increase distributions. 
The remainder of this paper is organised as follows. The next section provides a 
brief introduction of the two companies. The third section begins by examining 
the concept of takaful with an illustration of the takaful model being used in 
Malaysia. The section continues by looking into the debates and misconcep-
tions of insurance in Islam as well as highlighting the differences between 
takaful and the conventional insurance. The fourth section deals with the 
contract of al wakalah and the discussions of juristic views on the application 
of al wakalah in takaful. In the fifth section, results of trend and financial ra-
tio analysis based on both companies’ financial statements are presented. The 
final section concludes.

2. Companies’ Background
At the time of the study, there were two takaful companies in Malaysia.1The 
first, Syarikat Takaful Malaysia Berhad (STMB), is a public listed company 
and a subsidiary of BIMB Holdings Berhad (BIMB Holdings).2 It was estab-
lished in 1984 and is the pioneering company in the industry. Its main ob-

1 Two new companies, Takaful Ikhlas and Mayban Takaful, have since been established.
2 BIMB Holdings also owns Bank Islam Malaysia Berhad (BIMB), the first Islamic Bank in Malay-
sia to be given the license to operate according to the requirement of the Shariah.
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jective is to provide takaful services at the highest standard of efficiency and 
professionalism to all Muslims and the population in the country.

The other is Takaful Nasional Sendirian Berhad (TNSB), unlisted and a sub-
sidiary of Malaysia National Insurance (MNI) Berhad. It began its takaful 
operation in 1993, with the birth of MNI Takaful Sdn Bhd.3 In general, it is 
set up with the same set of objectives as that of STMB, and in particular, to 
provide insurance based on the Shariah principles, as an alternative to the 
conventional insurance. Also of importance is that it provides the industry with 
an alternative and the desired level of competition, which was lacking prior to 
its establishment.

The companies’ principal activities are in the provision of Family Takaful, life 
insurance in the conventional sense and General Takaful, equivalent to the 
conventional general insurance schemes. Apart from having very similar ob-
jectives and principal activities, both companies also mirrored one another 
by having similar organisational structure, target segments and markets and 
available takaful products within the family and general businesses. On the 
investment front, by being an Islamic Financial Institution (IFIs), their invest-
ment portfolios are limited to those that are not against the Shariah, such as 
the Shariah approved counters, the Islamic bonds, the Islamic banking invest-
ment products and the Government Islamic Investment Certificates. 

It can be said that a potential participant4 would not be able to tell the dif-
ference between these two competitors, besides the fact that STMB has been 
in the market longer.5 Nonetheless, there is a very distinctive difference in 
the mode of operation between the two companies, particularly in the area 
of attracting and servicing takaful participants. That distinguishing feature 
is due to the non-employment of any takaful agents by STMB in selling and 
marketing their takaful products. STMB expects any interested potential par-
ticipants to come personally to its counters to buy its policies (plans). This 
is in complete contrast to what TNSB does, where it is utilising agents, in a 
similar mode to that of most conventional insurance companies.

Before the rules and principles of al wakalah and its impact on the takaful 
companies are examined, an enlightenment of the takaful concept in Islam 
would ease the understanding of al wakalah and its relation to takaful. This 
will be reflected in the next section. 

3 MNI Takaful changed its name to Takaful Nasional on the 8th December 1998. 
4 For this paper, the word ‘participant’ is synonymous with the word customer and/or insured, 
and they will be used interchangeably. They represent the segment of the public who are present 
and/or potential owners of the takaful plan(s). This remains valid unless a statement to the contrary 
is made.
5 This fact was mentioned during interviews conducted with the respective companies’ financial 
managers. 
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3. The Concept of Takaful
Takaful stems from the Arabic verb kafal which literally means to take care 
of one’s needs, and it is the term used to describe insurance that is in compli-
ance with the Shariah. The Malaysian Takaful Act (1984: 78) defines takaful 
as “a scheme based on brotherhood, solidarity and mutual assistance which 
provides for mutual financial aid and assistance to the participants in case of 
need whereby the participants mutually agree to contribute for that purpose.” 
In other words, as Rosly (1996) stated, the basic objective of takaful is to pay 
for a defined loss from a defined fund. 
The concept of takaful had already existed during the time of the Prophet, 
peace be upon him, where the Muslims contributed to a fund called al kanz 
under the Islamic system of aqila (Billah, 2003). The contribution was for the 
purpose of helping members of their own community who were liable to pay 
diyat6. The system of aqila as practised among the Muhajirin and Ansar tribes 
in Medina was often said to lay the foundation of takaful since aqila implies 
mutual help and support which can also mean to guarantee each other on 
moral grounds. However, it must be understood that the system of aqila is 
non-commercial in nature and aims to help those in difficulties without de-
manding contractual payments. 
In Malaysia, the modus operandi of the takaful system in general is presented 
in Figure 1. There is a two-tier relationship in the takaful contract that is ex-
ternal in nature to the takaful company. 

Figure 1. – ILLUSTRATION OF THE TAKAFUL SYSTEM IN MALAYSIA

6 Diyat is a system of blood money practised by pagan Arabs but later adopted and refined by 
Islam.

Source: Nordin and Omar, 2000
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The first tier is amongst the participants themselves, based on gratuity or 
donation (tabarru’). A certain proportion of the participants’ premiums are 
relocated to pay fellow participants’ claims with the balance of the premiums 
being used for the purpose of savings. 

The second tier is amongst the participants as one entity (i.e. the fund) and 
the takaful company. STMB and TNSB apply the mudharabah contract be-
sides being the trustee in describing their relationship with the participants. 
Both these companies regard the operation of takaful as a commercial enter-
prise or takaful at tijari. 

A slight amendment to Figure 1 is required when one considers TNSB’s op-
eration taking into account the agency system in use. This additional entity 
will come in between the participants and the takaful fund as the agents act as 
the intermediaries. Although the agents present a new entity, the external sec-
ond tier relationship, as opposed to a new tier relationship, still prevails as the 
agents are acting only on behalf of the company. However, there still exists 
an internal relationship between the agents and the company (the principal), 
and it is the objective of this paper to explore this particular relationship, as 
will be made clear in the next section. 

3.1  Misconceptions and debates on the permissibility of 
insurance and takaful

The definitions and concepts of takaful, stated previously, are exactly the 
same with mutual insurance as was practised in the early days of insurance 
and even today by certain quarters. Due to this, many parties, including con-
ventional practitioners and renowned Islamic scholars, have questioned the 
assertion that takaful and insurance are different and consequently, whether 
it is acceptable in Islam. A number of people from the conventional insurance 
industry have remarked that since both schemes are using the concept of the 
fortunate many, helping the unfortunate few, the difference is rendered to be 
only superficial in nature, referring only to the difference in the naming of the 
scheme. However, they fail to realise that the argument goes beyond the con-
cept itself, spanning into the spheres of rules and the nature of contracts in 
Islam. The majority of Muslim jurists do not argue whether the concept of the 
common pool is contravening the Shariah precepts or not, but are objection-
able towards certain elements within the insurance contract, whereas takaful 
is not guilty of the same. Moreover, Muslim jurists are also unconvinced that 
the conventional insurance, with the exception of mutual insurance, is truly a 
venture of a cooperative sense based on the notion of brotherhood, solidarity, 
and mutual assistance. The conventional insurance scheme is seen to be mo-
tivated by self-interest and material gain, facets that have no place in takaful 
(Tardmidzi, 2000). 
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A renowned Islamic scholar aptly sums up the position of the jurists when he 
says (Qaradawi, 1985: 276):
 “Our observation that the modern form of insurance companies and their 

current practices are objectionable Islamically does not mean that Islam 
is against the concept of insurance itself: not in the least – it only opposes 
the means and the methods. If other insurance practices are employed 
which do not conflict with Islamic forms of business transactions, Islam 
will welcome them.” 

What Qaradawi said above can be interpreted as being that Islam accepts 
whatever is good and does not go against its teaching, which suggests that 
certain systems, such as insurance, should not be totally redesigned from 
scratch in order to be called Islamic. This is also in accordance with the say-
ing of the Prophet, peace be upon him, when he said that “the virtues of the 
Jahilliyya are acted upon in Islam” (Muslehuddin, 1982: 23). 
However, there also appears to be differences in opinion and certain misun-
derstandings on the validity of the concept of insurance and takaful among 
the Islamic jurists. Billah (2003) has identified three different groups as a 
result of these different views and the classification is reproduced below: 
(i)   the first group believes that insurance practice is entirely and absolutely 

lawful provided that it is free from the element of riba. 
(ii)  the second group comprises some Islamic scholars who accept general 

insurance, but object to life as it involves the element of maisir (gambling) 
and gharar (uncertainty). 

(iii)  the third group totally rejects any practice of insurance on the grounds 
that it involves the elements of riba, maisir and gharar. 

Apart from the elements of usury, uncertainty and gambling or betting, other 
elements which have been argued to render insurance invalid include that in-
surance is contrary to the principles of tawakkul (putting trust only in God), 
mirath (inheritance), wasiyah (beneficiary) and takdir (will of God).
In refuting these misconceptions, Billah (1996) has clearly demonstrated how 
these misconceptions should be seen from two different angles, in terms of 
the concept of insurance and in terms of the elements within insurance that 
make conventional insurance unacceptable to Islam. As discussed earlier, the 
concept of insurance of the fortunate many, helping the unfortunate few, does 
not run foul of the Shariah. Hence, the attention now turns to the elements 
which differentiate both schemes. The first element which is being disputed 
is usury (riba). In an insurance scheme, riba could occur in two different 
instances. Firstly, riba could occur through the non-halal (non-permissible) 
earnings acquired, such as interest received upon returns from investments 
in banks or other companies that are not approved by the Shariah. In taka-
ful, the returns are of halal earnings due to the fact that takaful companies 
are allowed to invest only in activities or areas approved by the Shariah. The 
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Shariah Advisory Council (SAC), an independent committee of a takaful 
company, made up of people with expertise in the Shariah, ensures this gov-
ernance aspect of takaful investments. 

Secondly, riba could take place at the time when claims payments are made by 
the company to the claimants. Two types of riba occur here, i.e. riba al-nasiah, 
riba by virtue of deferment at the time of exchange and riba al-fadl, riba by 
virtue in excess in terms of the quantity of one of the counter values. These two 
definitions of riba are based on the hadith7 of the ribawi items reported on the 
authority of ‘Ubadah b. al-Samit (as quoted by Bakar, 2000c: 6) that is:

“Gold for gold, silver for silver, wheat for wheat, barley for barley, dates 
for dates and salt for salt, like for like, equal for equal, and hand to hand. 
If the commodities differ, then you (may) sell as you wish provided that 
(the exchange) is hand to hand.” 

Although the hadith does not specifically mention money as one of the types 
of commodities, scholars have agreed that of the six commodities, two (gold 
and silver) unmistakably represent commodity money (Bakar, 2000c). Con-
sequently, the term ‘money’ as we know today, either in paper or electronic 
form, falls under the jurisdiction of this hadith. Hence, the insurance scheme, 
at the time of claims payment, lacks these two conditions. Riba al-nasiah oc-
curs because of the lapse in time between periodic premium payments and 
claim payments, i.e. it is not immediately exchanged (hand to hand). Riba 
al-fadl on the other hand, takes place because of the different counter value 
between the amount periodically paid as premiums and the total compensa-
tion paid in one lump sum. 

In this instance, takaful works the same way as insurance. However, it does 
not run foul of riba al-nasiah and riba al-fadl due to the different terms of 
the contract entered into between the participants and the company. The fun-
damental difference lies in the fact that in takaful, the premiums are paid on 
the basis of tabarru’.8 This changed the contract because with tabarru’, it is the 
participants who are carrying the risk and not the company. The company is 
clearly not the owner of the funds but only its trustees in acting on behalf of 
the participants in managing the funds. Hence, the company does not have 
any right to the takaful benefits and surpluses and cannot use the premi-
ums except as intended by the participants, which is for mutual help and 
investments in Shariah approved activities. As compensation for managing 
the funds, the companies will either be paid agency fees or share in the profits 
made from investments of the funds using the concept of mudharabah.9 

By including the sincere intention of tabarru’ into the contract, the element 
of riba is eliminated. This is because with tabarru’, the contract is no longer 

7 The sayings of the Prophet, peace be upon him
8 Tabarru’ is an Arabic noun that means donation, gift, or contribution.
9 STMB and TNSB chose the latter. 
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that of an exchange of goods i.e. money with money – premiums with sums 
insured – such as the contract of conventional insurance, but that of gra-
tuity or donation. Hence, since the claims payments were derived from the 
sincere contributions of solidified participants, the differences in the time of 
exchange and in terms of the counter value become immaterial. In the taka-
ful proposal, forms completed by the potential participants for the purpose of 
evaluation, the word tabarru’ is clearly mentioned and thus becomes the basis 
of the contract. One of the functions of the proposal form is to enable those 
who wish to participate in the takaful scheme to offer (ijab) themselves for 
inclusion. If the proposal is accepted (qabul) by the company, then a contract 
(aqad) materialises.

The second controversial element refers to the element of gharar. Certain 
scholars, particularly those of the Shafi’is, upheld that insurance contains 
gharar, and thus any transactions involving gharar would render a contract 
null and void. Gharar could take place in three instances. Firstly, it could 
mean uncertainty in either the object or the subject matter of insurance. Bil-
lah (1996) refuted this contention by making it clear that an insurance con-
tract does not involve the elements of gharar, because the subject matter is 
definite, being either the life or property on which the risk is presumed to 
be occurring in the future. This is a similar situation facing takaful and that 
would make it lawful as well. The second and the third instances of gharar 
differentiate conventional and takaful schemes. The second instance where 
gharar may occur is on the uncertainty of the future occurrence of the risk. 
This claim can be refuted by basing upon the tabarru’ factor, explained ear-
lier under riba. Other than the Shafi’is, other scholars from other schools of 
Islamic jurisprudence had maintained that for contracts that are based on 
gratuity, such as takaful, wassiyah and hibah, the element of gharar will be 
eliminated. Thirdly, gharar could refer to the uncertainty in the amount that 
will be paid out when and if the future risk occurs. Unlike insurance, where 
the compensation amount is determined in advance, in takaful, the actual 
amount will only be known when claims are made. The claims amount will 
not only depend on the ability of the policyholders to pay the premiums 
amount, but also on the actual profits or dividend shared during the policy 
period up to the point of claims. Rather than this being uncertain, it follows 
an important principle of the Shariah, that the future amount is unknown 
and depends on the will of Allah (s.w.t) in determining the luck and destiny 
of one’s life. 

The third factor that is being debated is the element of gambling or betting. 
Gambling is strictly prohibited by Allah (s.w.t.) since a gambler hopes upon 
a chance to obtain a material gain after paying a certain amount of money. 
According to Billah (2003), some scholars argued that insurance displays a 
similar attribute, as the insured pays the premiums with the hope of obtain-
ing a handsome return. He argued that what these scholars fail to see is that 
an insurance policy (and takaful) does not contain this element since the 
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scheme is based upon cooperation of participants that are bound together in 
a spirit of mutual help and goodwill, instead of hoping to beat one another, 
as is the case with gambling. 
Another way that gambling could occur originates from the point of view 
of the company, which is contrary to the insured point of view given earlier. 
The company, after receiving the premiums from the insured, would hope 
that a minimum of claims are made so that they have a bigger surplus and 
higher profits. This point is true for conventional insurance schemes as the 
fund’s surplus belongs to the company. Takaful, however, does not show this 
characteristic because as was mentioned earlier, the funds’ surplus does not 
belong to the company. It belongs to the participants, with the company sim-
ply acting as a trustee in managing the funds. Hence, in takaful, the company 
shares in the returns from investments of the fund but not from the surplus 
of the funds. 
Insurance schemes are also alleged to be inconsistent with the principles of 
mirath and wasiyah. In insurance, whoever was nominated by the insured 
as the nominee is the absolute beneficiary. That means the heirs of the in-
sured, after his death, will be deprived of their rights to inherit a part of the 
deceased’s wealth. Although this may be true for conventional insurance, in 
takaful, the nominee is not the absolute beneficiary, but acts only as a trustee 
on behalf of the heirs and will only receive part of the wealth if he or she hap-
pens to also be a legal heir (Billah, 1996). 
Finally, some scholars think that insurance violates the principles of tawakkul 
and takdir, and as such should be unacceptable in Islam. However, according 
to Billah (2003), insurance is neither putting trust in other than Allah (s.w.t.) 
nor superseding His will. Rather, insurance and takaful simply means that 
both the company and the participants mutually agree to work for a com-
pensation or security against an unexpected tragedy. This is carried out in all 
sincerity with no intention of overcoming the trust placed in Allah (s.w.t.). 
From the explanations above, it is very clear that the concept of insurance 
is very much in line with the teachings of Islam. Takaful works on a similar 
concept and moreover, the elements that make the conventional insurance 
permissibility to be highly debated among scholars, are absent and hence this 
would provide Muslims with a way of either protecting themselves or their 
heirs against losses brought about by unforeseen calamities or savings for old 
age, without the fear of going against the Shariah.

4. The Contract of Al Wakalah
Before going into the analysis, it is necessary to have a brief and clear under-
standing of the underlying concept of al wakalah in Islam. 
Al wakalah is a term built on the root word wakala, which appears in the 
Qur’an in several places and bears several meanings. Despite that, they are all 
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used to indicate a representation of a person on behalf of another person in 
certain dispositions, and as Napiah (1995) stated, it could mean to be either 
al hifz (to preserve or to defend), or al tafwid (to entrust) or to be responsible 
for arranging one’s affair. The Majelle10 (2001: 239) provides the definition of 
agency to be:
 “…when someone puts business of his on another and makes him stand 

in his own place in respect of the business.”
The Qur’an contains several verses that deal with the lawfulness of al waka-
lah. None of the verses directly testifies its permissibility though, and it was 
through the process of ijtihad that the Muslim jurists were able to relate the 
verses to the concept of al wakalah. The most significant verse representing 
its permissibility is the following:
 “…Now send ye then one of you with this money of yours to the town, let 

him find out which is the best food (to be had) and bring some to you, 
that (ye may) satisfy your hunger therewith…”11

This verse relates to the episode whereby one person was appointed among the 
Companions of the Cave, to go to the city to buy food with their silver coin. 
Another verse that proves the legitimacy of al wakalah is translated below:

“Go with this my shirt, and cast it over the face of my father: he will 
come to see (clearly). Then come ye (here) to me together with all your 
family.”12

This verse describes the order that came from the Prophet Joseph to his 
brothers, and to some jurists, which is akin to al wakalah. Apart from the 
Qur’an, sources of the legitimacy of al wakalah can be found in the sunnah13 
and hadith of the Prophet, peace be upon him. Al wakalah was commonly 
practised in the early period of Islam. The Prophet, peace be upon him, had 
in fact been directly and indirectly involved and encouraged the proliferation 
of the activity. 
Napiah (1995) said that a hadith reported by Abu Dawud, Al Baihaqi, al Dar 
Qutni and al San’ani provides further proof of the recognition and approval 
of the Prophet, peace be upon him, on the legality of the practice of al waka-
lah. The hadith reported an event whereby the Prophet, peace be upon him, 
addressed Jabir b. Abdullah who was about to go to Khyber. The Prophet, peace 
be upon him, said 
 “If you meet my agent, take or ask from him fifteen wasq”
It is known too that the Prophet, peace be upon him, commonly appointed 
agents to perform certain duties on his behalf. One of the duties is the collec-

10 The Majelle or Majallah al Ahkam al’ Adliyyah, the foremost authority on Shariah.
11 Yusuf, A. (1997: 712).
12 Yusuf (1997: 577).
13 The actions of the holy Prophet, peace be upon him.
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tion of alms (zakat), and it was narrated in a hadith by Abu Hurairah that the 
Prophet, peace be upon him, sent Caliph ‘Umar for this purpose. In all these 
instances, the assistants chosen by the Prophet, peace be upon him, acted out 
the disposition in the form of al wakalah (Napiah, 1995). 

The contract of al wakalah or agency falls under the realm of the concept of rep-
resentation or deputation (al niyabah). The idea of deputation was established 
in its complete and comprehensive form in Islamic law, together with the birth 
of the Shariah, whereby in contrast, the same concept of deputation in the west, 
which is based on Roman law, derives its complete form only in stages (Napiah, 
1995). This fact is consistent with other concepts or contracts pertaining to 
Islamic commercial law and transactions where all regulations and rules must 
be derived from the Qur’an and the Sunnah. Also, Muslim jurists have deliber-
ated on this matter and have progressed to an advanced level, earlier than other 
scholars did. Napiah (1995: 40) highlighted a statement by Al Sanhuri to illustrate 
how definite Islamic law is in this field of deputation. Sanhuri states:

 “ Islamic jurisprudence is extremely cautious and can be distinguished from 
Western jurisprudence by its advancement in promoting the idea of deputa-
tion in the formulating of contracts. It excelled over the Roman jurispru-
dence, which was known for its scarcity in this field, as has been seen.”

4.1 Effect of juristic views on the marketing channel used

IFIs are bound to operate their businesses within the precept of the Shariah, 
the knowledge sourced from divine revelations. The revelations contain two 
categories of knowledge, which can be classified as either specific or general. 
Many of the specifics and detailed rulings govern the area of interactions 
between man and God, whereas many of the general principles are that of 
between man and man, which include business transactions. The general 
principles, being not specific, would have to undergo the process of ijtihad 
before they can be utilised according to current times and situations. As there 
are many ways and methods of understanding the Qur’an and sunnah, there 
would inevitably be disagreement among scholars and these varieties are well 
documented in the legacy of Islamic law particularly in the writings of all 
major schools of Islamic law. There were several legal systems called madhab, 
corresponding to different methods of conducting jurisprudence, which usu-
ally differed with regard to the details of practical application (Bakar, 2000a). 
Currently there are four madhabs, each named after its founder, and all four 
legal systems impact the strategies and operations of IFIs in Malaysia.14

14 They are, in the order of time (beginning with the oldest), the Hanafi, the Maliki, the Shafi’i 
and the Hanbali. Results of the interpretation between them vary, from total disagreement to total 
conformity. With regards to areas of disagreement, the differences are in the application and not 
the roots of the Shariah, hence all views are considered right and none is to be question, which 
gives rise to iktilaf. 
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Within the takaful circle, many of those involved in the industry have heard 
various reasons, which tried to explain the rationale behind STMB’s decision 
of not using agents. Not much concrete evidence can be found to clearly ex-
plain STMB’s stand, making the issue vague and not as clear-cut. A significant 
indication to represent STMB’s decision is best derived from a book on taka-
ful that it published (Yusof, 1996: 20). 

 “According to the Encyclopaedia On The Theory and Practice Of Islamic 
Banking (al-Mausu’ah al-Ilmiyah Wal-Amaliyah Lil-Bunuk al-Islami-
yah), published by the International Association of Islamic Banks, it is 
prohibited to deduct management expenses from the al-Mudharabah 
capital or its realised profit. The takaful contribution is the Mudharabah 
capital provided by the participant, therefore the capital or its investment 
profit cannot be used to pay for financing the agency system (al wakalah) 
in view of the fact that agency cost is a component of the management 
expenses which should be borne by the operator.” 

A couple of things emerge from the statement above. Firstly, the main con-
tention lies in management expenses, where the agency cost in the form of 
agents’ commissions, are part of the expenses. As such, the stand that STMB 
took resulted not from the employment of agents or directly due to the agen-
cy per se, as an agency is permissible in Islam as explained earlier, but rather 
on the treatment of the cost of the agency, i.e. who should bear the costs. 
STMB argues that because of the prevailing mudharabah contract that gov-
erns the relationship between the company and the participants, it cannot 
use the capital, in the form of premiums, as well as the profits made through 
investments of the capital, to remunerate the agents. 

Secondly, by referring to the encyclopaedia instead of to divine primary 
sources of knowledge, this issue is thus an issue of interpretation (fiqh) of 
the Shariah, which is ijtihadi in nature. By following a certain juridical inter-
pretation or ruling governing management expenses, STMB has decided to 
forgo the implementation of al wakalah. This is a classic example whereby the 
operating strategy of a company is constrained by adherence to a particular 
ruling of one of the legal schools of Islamic jurisprudence. Comparatively, 
this would mean that TNSB, in employing the agency system, complies with 
the ruling of other legal schools, for it would be constrained too, if it were to 
follow in the footsteps of STMB. 

Muslim jurists are divided over the issue of the management expenses in-
curred in a business. According to Bakar (2000b), the Shafi’is view is that 
covering such expenses from the mudharabah capital or its realised profit will 
lead to the element of gharar (uncertainty) and the presence of gharar makes 
the contract void. It is apparent that the concept of STMB on management 
expenses is based on this view. On the other hand, the other schools of law 
have held the view that expenses can be deducted from the business account 
or realised profits depending on the nature of the expenses. The Hanafis and 

Annuar, Rosly, Abdul Rashid: Al Wakalah and its Impact on the Growth and Performance of Takaful Companies



94
The European Journal of Management 
and Public Policy • Vol.3, No.1 (2004)

Malikis would confine the permissibility to the case of journey and its related 
expenses to cover both the lodging and food. The Hanbalis, on the other 
hand, does not limit it to the case of a journey whereby the manager (mud-
harib) may deduct his management expenses from the account even during 
his stay in his hometown. These expenses are related to necessary expenses 
such as food, clothing, lodging, salaries of employees and the like, but must 
be at the standard norms of the society or industry. Also according to the 
Hanbalis, all expenses must be deducted from the gross profit, if any, and in 
the event of no profit, it could be reimbursed from the capital. Therefore, it is 
clear that TNSB concurs with the other schools besides the Shafi’is.

The effect of the above can be seen from the annual reports of the companies. In 
the case of STMB, all expenses other than the takaful funds common expenses15 
are solely borne by the company. In contrast, TNSB charges agents’ commissions 
and those expenses that are directly attributable to the takaful funds, against the 
takaful funds. These expenses are other than the funds’ common expenses. That 
leaves only those expenses not directly attributable to the takaful funds to be borne 
by the company in the profit and loss accounts. 

In Malaysia, the majority of Muslims usually conform to the Shafi’is view 
on devotional matters. However, on matters which concern business trans-
actions (muamalat), Muslims tend to take various views including from the 
other schools. According to Bakar (2000a), the legal theory developed by the 
Shafi’is is best for areas of law which are fixed such as devotional matters 
because this school of law was never involved in areas of law which are flex-
ible and worldly-oriented such as that of business transactions. Consequently, 
STMB can adopt other views for the implementation of al wakalah. 

Having raised these points, the question would be why STMB should implement 
the system, as it is all right, at least by the Shafi’is interpretation, if it decides not 
to use agents. The answer to this question is that agents improve the performance 
and growth of a company as shall be shown in the following section.

5.  Accounting Standards for Insurance 
and Takaful Companies

In Malaysia, the Malaysian Accounting Standards Board (MASB) principally 
governs the financial reporting of insurance companies.16 However, since 
standards for takaful companies are still under construction, both TNSB and 

15 Takaful funds common expenses include claims, maturity and surrender values of certificates. 
The balance left after deducting these expenses is called surplus and unlike conventional insurance, 
it belongs to the participants, not the company. 
16 MASB 18 deals with life insurance business while MASB 17 with the general insurance business. 
MASB 18 supersedes MASB Approved Accounting Standard MAS 4, Accounting for Life Insur-
ance Business. MASB 17 supersedes MASB Approved Accounting Standard MAS 3, Accounting 
for General Insurance Business. 
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STMB prepare their financial statements according to the conventional stand-
ards with modifications made to comply with the Shariah requirements. 
Apart from these, insurance and takaful companies in Malaysia are also 
obliged to follow the Accounting Guidelines issued by the central bank, 
Bank Negara Malaysia (BNM) as well as to comply with the provisions of the 
Companies Act, 1965. Further references need to be made to the Insurance 
and Takaful Acts and they are also encouraged to adopt the International 
Accounting Standards (IAS) recommended by the International Accounting 
Standards Committee (IASC). For takaful companies, further recommended 
standards are the Accounting, Auditing and Governance Standards for Is-
lamic Financial Institutions developed by the Accounting and Auditing Or-
ganisation for Islamic Financial Institutions (AAOIFI). All of these standards 
and guidelines set out the proper accounting treatment for various aspects 
of the insurers’ operations in Malaysia, such as premiums (contributions), 
investments, claims and reinsurance (retakaful). They also provide guidelines 
on the general presentation and disclosure in the financial statements of both 
Islamic and conventional insurance companies.
One of the most noticeable modifications to the accounting standards and 
guidelines above is the revenue recognition policy practised by STMB and 
TNSB. STMB accounts all revenue, including contribution revenue, on a cash 
basis, i.e. only when payment is received, whereas TNSB recognised contri-
butions using an accruals basis with other revenues, such as the returns on 
investments, on cash. These practices are in contrast with the practice of rec-
ognising premiums and other income, on an accrual basis, as accorded by the 
accounting standards and guidelines.
The argument to opt for a cash basis is based on the interpretation of the 
mudharabah contract governing the relationship between the company and 
the participants. STMB contended that profit can only be shared and distrib-
uted based on the actual receipts, which can only be done using an account-
ing practice based on cash (Yusof, 1996). 
A written correspondence from a senior official of BNM revealed that BNM 
allows the use of both a cash or accruals basis in recognising contributions 
and other revenue, although it is moving towards the accrual basis to be con-
sistent with AAOIFIs and IAS. 

5.1 Importance of financial statement analysis
Public confidence in the takaful companies depends, to a large extent, on the 
information that they disseminate. AAOIFI (1999) noted that various stake-
holders17 with diverse interests and concerns, common or unique, make up 

17 The main categories of users or stakeholders include equity holders; participants; others who 
transact with the takaful operators, who are not equity holders or participants; zakah agencies; 
regulatory agencies, employees and the public at large.
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the different segments of the interested public and they rely mostly on the 
annual financial reports that these companies produced in order to make in-
formed decisions. Financial accounting and reporting plays an important role 
in directing economic resources in society as a result of the decisions made 
by the users of the reports, who rank financial accounting and reporting as 
the basic information required for decision making.

Comparing the performance between the companies presents one of the 
ways of the process of decision making, by aiding the stakeholders’ choice 
of investing or dealing with one takaful company versus the other. To enable 
comparisons, it is vital that the presentation and reporting practices of the 
two takaful companies be standardised and hence, comparable. According 
to Elliott and Elliott (2000), besides comparability, standardisation will also 
result in attaining three other principal qualitative characteristics of financial 
reporting, namely, relevance, reliability and understandability. Nobes (1998) 
argued that major differences in the financial reporting practices of compa-
nies’ will lead to great complications for those preparing, consolidating, au-
diting and interpreting published financial statements. 

This is true when it comes to the annual financial reports of the STMB and 
TNSB. The main difference lies in the treatment of revenue recognition for 
the contribution paid by the participants, for both family and general taka-
ful funds. Prior to the analysis, adjustments were made to the contribution 
figures of TNSB. TNSB recognised its contribution based on the accrual ba-
sis, while STMB on cash. Hence, for data quality, the contribution figures of 
TNSB were recast from the accrual to the cash basis of recognition. Recasting 
TNSB’s contribution from an accrual to a cash basis was preferred to recast-
ing STMB’s contribution from cash to accrual, for the simple reason that ad-
ditional data can be easily obtained from TNSB’s cash flow statements and in 
the notes to its accounts. 

As stated in the section on companies’ backgrounds, the external and in-
ternal factors facing both companies are essentially the same, with the only 
exception being the agency system in place at TNSB. Hence, the results of 
the financial statement analysis in the following section would provide valid 
evidence of the impact of the system on the growth and performance of the 
companies. The results show that overall, TNSB is performing better than 
STMB, and this can only be due to the agents employed. 

5.2 Financial statement analysis

For the purpose of the financial statement analysis, the authors went to both 
companies to obtain the annual reports from 1994 to 2002. The year 1994 was 
chosen as the starting year, as this was the year that TNSB entered the business. 
(Lewis and Pendrill, 1996) also pointed out that it is quite usual to look at a 
series of about 5 years’ results as the firm represented in the earlier years in a 
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longer time series bears little resemblance to the firm at the end of the period. 
This is due to the fact that the company’s environment will change over time, 
with the result that performance which was considered satisfactory in the past 
may no longer be so. Comparatives for financial analysis can be obtained either 
through time series analysis or cross sectional analysis Hermanson et al (1998). 
Such comparisons or relationships may be expressed as:
1. Absolute increases and decreases for an item from one period to the 

next.
2. Percentage increases and decreases for an item from one period to the 

next.
3. Percentages of single items to an aggregate total.
4. Trend percentages
5. Ratio Analysis. 

The calculation of absolute and percentage of ringgit changes in the statement 
items or totals is called horizontal analysis. This analysis detects changes in a 
company’s performance and highlights trends. Trend percentages are similar 
to horizontal analysis except that comparisons are made to a selected base 
year or period. Trend percentages are useful for comparing financial state-
ments over several years because they dislodge changes and trends occur-
ring through time. Frequently, these percentage changes, whether increases 
or decreases, are more informative than information obtained from compari-
sons between absolute amounts. For example, by only looking at absolute 
amounts, it could be seen that the amounts between different years increased, 
but through percentage changes, the extent of that increased changes, will be 
highlighted clearly. The changes could either be increasing at an accelerat-
ing rate or at a slower pace, or even at a decreasing rate. Finally, no financial 
analysis is complete without including some degree of ratio analysis. Ratios 
describe the relationship between different items in the financial statements. 
The relative usefulness of each ratio depends on what aspects of a company’s 
business affairs are being investigated. This study would use items 2, 4 and 
5 from the above expression in the analysis. Items 2 and 4, which represent 
the trend analysis part of this paper, will show the growth of the two compa-
nies while the ratio analysis will reveal their respective performances over the 
time period chosen, i.e. from 1994 to 2002.

5.3 Results of trend analysis
This study combined horizontal analysis and trend percentages into one table, 
with reference to each items being analysed. In this study, certain items from 
the family and general takaful funds derived from the companies annual re-
ports, will be subjected to the above selected analysis. The items are:
1. Family Takaful Contributions
2. General Takaful Contributions 
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3. Total Assets
4. Operating Expenses, 
5. Profit before Zakat and Tax.
From the table, it can be seen that the contributions for both companies had 
increased on a yearly basis. The column that denotes changes from the previ-
ous year in absolute amount, with the exception of 2002, indicates the yearly 
increase. The year 2001 marked a tremendous increase of contributions from 
the previous year (TNSB: 326 per cent and STMB: 294 per cent). The main 
reason for these increases was due to the introduction of an annuity scheme, 
which allows workers to utilise savings from the Employee’s Provident Fund 
(EPF) for the purpose of buying a family coverage plan. This annuity scheme 
lasted for a year until July 2001, and with the cessation of the scheme, the 
contributions collected for 2002 decreased, resulting in negative amounts and 
percentages. 
Year by year comparison showed that from 1999 onwards, TNSB had col-
lected more contributions than STMB. This was achieved after only 4 years 
of starting business. TNSB only began to collect contributions in 1995, a year 
after being established. The situation was also maintained after the annuity 
scheme was introduced and subsequently after it was stopped. Analysing fur-
ther, looking from the column of changes from the previous year in percent-
age terms, the quantum of percentage changes in TNSB, with the exception of 
2002, showed the increase in contribution was at a rate which was more stable 
than that of STMB. The percentage change exceeds that of STMB in 1999, and 
even when the annuity scheme was ceased, the decrease in the contribution 
suffered was lower (TNSB: – 22 per cent and STMB: – 50 per cent). This in-
dicates that not only were the agents able to bring in more contributions, but 
they were also able to help the company to buffer against a sudden change of 
policy such as the annuity scheme. 
Trend percentages-wise, at the end of the accounting year 2002, the TNSB in-
dex indicates a high figure of 5,944 points over the base year 1995, which was 
the year TNSB began to collect the contributions. This indicates the overall 
higher growth that TNSB enjoyed due to its use of sales agents.
Unlike family takaful, there was no annuity scheme in general takaful. The 
contribution figures and the changes from the previous year in absolute 
amount showed that both companies were able to increase the level of con-
tributions collected on a yearly basis. The analysis also reveals that for all the 
years under study, the general takaful collected by STMB, in absolute amount, 
were bigger than the sum collected by TNSB. However, TNSB’s performance 
is not too bad either if another vital statistic i.e., the rate or quantum of these 
changes is taken into consideration. 
From the column of changes from the previous year in percentage, the in-
creases in TNSB occurred at a relatively higher and faster rate than STMB 
with the exception of 2002. The trend percentages also showed the higher 
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growth in the business that TNSB had achieved. Hence, it can be concluded 
here that sales agents helped TNSB to keep up with the performance of STMB 
when it comes to the general takaful. 

The favourable performance of TNSB in its collection of contributions has 
a positive impact on its total assets. As at year-end 200218, its total assets 
stood at RM 1.8 million compared to STMB, which was only RM 1.5 mil-
lion. This was achieved in a period of only 10 years, which was only half the 
period of time of STMB’s existence. The rate of change in total assets from 
the previous year in percentage term is very much at the upper end of the 
scale for TNSB. In the same corresponding periods, STMB experienced not 
only highly volatile changes but the changes were also happening at very low 
rates, far off from that achieved by TNSB. Except in 2001, when the annu-
ity scheme was available, STMB’s rates barely breached the 40 per cent level. 
Even in 1998, when the Asian economic crisis was at its peak, TNSB managed 
to grow its assets by more than 50 per cent as compared to only 4.12 per cent 
for STMB. 

The trend percentages also show the tremendous growth that TNSB was ex-
periencing with regard to total assets, while the trend percentages of STMB 
indicated that it was experiencing a slower growth.

Beginning in 1999 and in terms of the absolute amount, TNSB incurred larger 
operating expenses than STMB. In terms of percentages, it goes back to 1995. 
An essential fact emerged from this comparison.  Although the operating 
expenses of TNSB were higher, they were surpassed by the growth, especially 
in yearly family contributions. This signifies that TNSB was in fact very effec-
tive in managing its cost. A high proportion of TNSB’s operating expenses 
consist of commissions paid to the agents who brought in the contributions. 
The commissions are paid out of a small portion of the contributions and this 
resulted in the linear relationship between expenses and contributions. Re-
member that its adoption of a particular juristic view allows some of the ex-
penses to be charged to the contributions. This was unlike STMB. The growth 
in yearly family contributions was low and it did not match the growth of its 
operating expenses. In other words, STMB was not cost effective and not only 
that, it has to bear all of the expenses in its profit and loss accounts. The ratio 
of family contributions to operating expenses below shows the contribution 
for every RM1 of operating expenses for the period under review and they 
slightly favour TNSB. 

However, the opposite occurs when the general takaful contributions were 
considered. Table 1.4c below shows that the ratio of general contributions to 
operating expenses support the walk-in concept more than the agency sys-
tem. An explanation for this could be due to the nature of general takaful. 
As general coverage is deemed a necessity to protect against losses due to 

18 TNSB’s accounting year-end is at 31st March while STMB’s is at 30th June.
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accident, fire or theft, customers do not need that much persuasion to buy 
the plans. Furthermore, they would be in the know of when the due date of 
the plans would expire, making them take that extra effort to buy from the 
nearest branches. Hence, a walk-in concept could still prevail over an agency 
system, as far as the general takaful is concerned. 

The impact of the observations from the analysis on contributions and op-
erating expenses will be on the company’s profits before zakat and tax. For 
STMB, as a result of lower contributions collected due to non-agents, lesser 
amounts would be available for investments and thus the returns in the form 
of shared profits will be lower. Secondly, since it has to continuously open 
up new branches, a large portion of the contributions would be utilised for 
and tied up in fixed assets, making the amount available for investments to 
be even lower.

Thirdly, by not being able to share the expenses with the participants by charg-
ing some of the expenses to the contributions, it has put additional burden on 
the company, and subsequently on its profit before zakat and tax. 

From the table above, during the economic crisis in 1998, STMB suffered 
a loss of about RM 7 million while TNSB made a profit. In fact, from that 
year onwards, with the exception of 1999, TNSB was more profitable than 
STMB. Its profits before zakat and tax nearly doubled that of STMB in the last 
two years of the analysis. In most of the years under the period of study, the 
changes from previous years in absolute amount and in percentage showed 
that STMB’s profits demonstrated high fluctuations. In contrast TNSB’s prof-
its were more stable, as the biggest decrease in terms of the amount was only 
about RM 3 million.

The trend percentages proved that TNSB was again outperforming STMB. 
In just a short number of years, the quantum of changes in the profit before 
zakat and tax of TNSB breached the 9000 points, indicating a high growth in 
the company’s performance.

5.4. Results of ratio analysis

The analysis will apply the group of ratios used in the conventional insurance 
industry, with appropriate modification to the terms used, for the purpose 
of suitability for the takaful industry. The reason for this is that there are no 
reports or studies before that had tried to compare the performance of taka-
ful companies. Dynaquest, a research and consultancy firm based in Kuala 
Lumpur, developed the group of ratios used for the conventional insurance 
industry. Their report on the results of the ratios was acquired by the Kuala 
Lumpur Stock Exchange (KLSE) and made available to the public. The two 
groups of ratios used were the profitability and financial (solvency) ratios, 
which were divided into the following ratios.
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The profitability group of ratios is made up of:
1. Premium Income to Total Assets, which is modified to Contributions to 

Total Assets;
2. Total Income to Total Assets; which is modified to Investment Income to 

Total Assets19;
3. Profit Before Tax to Total Assets, which is modified to Profit Before Zakat 

and Tax to Total Assets and
4. Returns on Equity.
The financial (solvency) group of ratios includes:
1. Investment Assets to Total Assets;
2. Liquid Current Assets to Total Assets;
3. Fixed Assets to Total Assets;
4. Insurance funds to Total Assets, which is modified to Takaful funds to 

Total Assets and
5. Shareholders Funds (Equity) to Total Assets.

The findings of the ratio analysis of the two companies follow.
This ratio indicates what contribution was collected for every one ringgit of 
assets. The contribution figure consists of both the takaful business’ contribu-
tions, namely the family and general takaful. The total assets of the companies 
were made up of current assets such as cash and bank balances, deposits with 
financial institutions and debtors, investment assets with money bearing se-
curities and fixed assets. Contribution is the raison d’être of the takaful busi-
ness, as apart from providing coverage to the participants, it is also the source 
of revenue for the company through the returns made from investing it. 
From the table, TNSB was more profitable than STMB, using this particular 
profitability ratio. It has consistently outperformed STMB, with the exception 
of 1995 and 1998. As such, TNSB generated higher contribution per ringgit 
assets, indicating it has utilised its assets better. The comparison made be-
tween the companies’ total assets earlier indicated that prior to 2002, TNSB 
had a smaller assets base than STMB. It goes to show that agents’ penetration 
is higher as compared to the concept of walk-in customers.
Apart from the early years of TNSB, there was only one other occasion when 
STMB performed slightly better. That was in 2001 when its ratio of 0.03 bet-
tered TNSBs’ by 1 per cent. As previously stated, apart from 2002, TNSB’s 
total assets were always smaller than STMBs’. However, these did not prevent 
it from doing better than its main rival. Investment income is the main in-

19 The total income for a conventional insurance company is the premium collected plus the in-
come form investment. In takaful this is not possible because the premium (contribution) collected 
does not belong to the companies.
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come of any takaful company and it depends very much on the contributions 
collected, apart from the investment skills of managers. TNSB experienced 
a higher annual increase of contributions and as it does not have to be con-
cerned with fixed expenditures and operating expenses, TNSB was able to 
invest much of the contributions collected.
This ratio indicates how much profit before zakat and tax was generated per 
one ringgit of assets. Beginning in 1996, TNSB had either been more profit-
able or at least matched the performance of STMB. STMB had even suffered 
a negative ratio of –0.02 due to losses it incurred in 1998. TNSB had utilised 
its smaller assets base efficiently to achieve a similar ratio performance. This 
is yet another indicator of the positive results that the agency system can 
bring. 
This ratio is calculated by dividing the shareholders funds with profit after za-
kat and tax. Since 1996, TNSB’s ROE had bettered the ROE of STMB. Again, 
this was achieved in a short period of time since its inception. Unless and 
until STMB changes its policy, its situation as depicted above will continue 
or even worsen. Without agents, it has to continue with its annual high fixed 
assets investments or high expenses in the case of renting. It then also has 
to continue informing participants of its products and services, resulting in 
higher expenses due to advertisements and promotions. Furthermore, since 
STMB is unable to split its operating expenses, the smaller revenues are mis-
matched with the higher operating expenses. All of these would deflate prof-
its. 
This is the first ratio under the group of financial solvency ratios. It is inter-
esting to note that since its inception, a very large portion (more than 90 per 
cent) of TNSB total assets was made up of its investment assets. The contribu-
tions collected provided the amount available for investments and with that 
the main purpose of TNSB, where contribution was concerned, was to invest 
them in money bearing securities. 
Whereas TNSB investment assets had been large, STMB’s was on the decline, 
except for 2001 and 2002 when helped by the annuity scheme, the invest-
ment assets made up 86 per cent and 85 per cent of its total assets. In 1994 
for instance, investment assets only represented 60 per cent of total assets, 
while in 1998 it was only 65 per cent. If investment assets constituted only a 
small percentage of total assets, it will ultimately result in smaller returns on 
investment. Thus, STMB suffers not only from lower contribution collected, 
as shown in the analysis of the profitability ratios earlier, but also from the 
smaller amount that is available for shorter term investments. 
The following analysis would show that a big portion of the STMB’s contribu-
tions is used to part financed the purchase of its fixed assets. 
The above two tables give the breakdown of the composition of the assets 
other than investment assets. The liquid current assets of both companies 
were considered sufficient to cover their respective current liabilities.
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Fixed assets constituted a large percentage of all assets as far as STMB is 
concerned. From 1998 to 2001, the ratios stood at more than 10 per cent. 
The lowest that STMB recorded was in 1995 when its fixed assets formed 2 
per cent of total assets. TNSB’s fixed assets to total assets were dwarfed in 
comparison to STMBs’, where for all the years under investigation, its ratios 
barely exceeded 1 per cent. 

Table 1.12b shows how STMB financed its yearly total fixed assets. For ex-
ample, in the year 2000, total fixed assets amounted to RM128, 024,119. Out 
of this amount, approximately RM83 million or 65 per cent were financed 
using the takaful funds, in other words from the accumulated contributions 
collected from the participants. Only RM44 million or 35 per cent came from 
the shareholders funds. Similar percentages were derived in 1998 and 1999.

Table 1.12c extends the analysis from the preceding table. In 2000, additions 
to the fixed assets, after depreciation, came to over RM8 million. Out of this, 
over RM6 million (75 per cent) was used from the takaful funds, while only 
RM 2.1 million or 25 per cent from the shareholders funds.

From these observations, STMB needed a substantial amount from contribu-
tions collected to part finance its continuous expansion through the open-
ing up of branches and takaful counters. Fixed asset investments would also 
yield some returns in terms of gains due to appreciation of values and from 
rental income. However, the gains are not as immediate as shorter-term in-
vestments, and it would require something extraordinary for STMB to vacate 
its servicing branches. As for rental, the majority of the income is made up 
of inter company transactions, instead of rental received from outsiders. The 
Chairman’s Statement of STMB’s annual reports specifically stated that the 
main sources of STMB’s income are the returns of investment of sharehold-
ers’ funds and the share of profits of both takaful businesses, and not from 
returns from fixed assets. 

Hence, a large portion of contributions (e.g. year 2000 – RM83 million) is 
tied up in fixed assets. This is unlike TNSB, where its main objective of the 
contributions collected is to put them in money bearing securities and in-
vestments. To show the degree of spending of fixed assets of both companies, 
the balance sheet for 2000 and 1999 will be taken as an example. The annual 
reports of STMB indicate that its fixed assets were valued at RM128, 024,119 
and RM119, 558,086 respectively. Its cash outflow from investing activities in 
the purchase of fixed assets for the 2 years were RM11, 974,260 and RM13, 
506,662 respectively. In contrast, the balance sheet figures of TNSB for its 
fixed assets for the 2 years were RM5, 430,253 for 2000 and RM4, 851,403 for 
1999. Its cash outflow from investing activities in the purchase of fixed assets 
were only RM2, 392,888 for 2000 and RM2, 725,258 for 1999. These TNSB’s 
assets include the purchase of a limited number of office space to cater for the 
purpose of administering the agency systems, throughout the country. 
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All of these continuous acquisitions of fixed assets would not be necessary 
for STMB if agents were used instead. More contributions will be freed to 
be channelled into shorter-term investments and consequently raise the per-
formance of the company. 

6. Conclusions
Both companies offered very similar products with very similar benefits, and 
operating in the same market, in fact targeting the same market segment of 
the majority Malaysian Muslims. This leads to them having to compete in the 
same environment, facing the same political, economical, legal and social-
cultural forces. Both companies have very similar organisational structures 
and operate in accordance to the rules and regulations of Islamic law derived 
from the pretext of Shariah. Each company’s Shariah Supervisory Council 
ensures that the activities of the companies comply with the Shariah require-
ments, activities that include investments in halal or permissible securities. 
Hence, the investment portfolios of both companies will mirror one another 
and include among others, investments in the green counters listed in KLSE, 
Islamic bonds market and Government Islamic Investments (GII). 
Yet, even with so many similarities between them, when it comes to perform-
ance and consequently profitability of the companies, they differ considerably. 
Results from the analysis have shown that overall, TNSB had outperformed 
or at least matched STMB in almost all areas that were subject to comparison 
by demonstrating higher profitability and better financial solvency. 
The better performance of TNSB could be attributed to its ability to leverage 
its internal strengths in order to be more competitively advantageous. Since 
the external opportunities and threats facing both companies are the same, it 
is obvious that differences in internal operations could be the main reason. 
Again, internally, the structure of the organisations for both companies does 
not remarkably differ. What could be the difference that led to such diversity 
in performances? The answer lies in the strategy of procuring and soliciting 
contributions from participants – the strategy of utilising agents against the 
strategy of opening up branches in order to reach the participants. 
The results of the studies have shown that STMB should consider their policy 
of not employing agents. There are no barriers to its implementation, either 
from the Shariah, or from other perspectives. It should consider stopping the 
opening up of new branches and instead use the current branches to facilitate 
the agency system. STMB has more offices than TNSB and a direct changeo-
ver to the agency system would not only be possible, but would provide them 
with an immediate advantage. 
Perhaps it could also consider another alternative to the usage of the current 
offices to just merely facilitating the agency system after the changeover. It 
could look into the strategy of separating the two takaful business’ marketing 
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channel. For the family takaful business, it must utilise agents, for agents have 
been proven by the study to be the important factor in influencing customers’ 
purchase decisions. As for the general takaful business, it can use the current 
branches to partly cater for the business, or to own higher business volumes 
than agents. In general, hazard takaful plans such as motor, fire etc. are neces-
sary coverage and usually do not need a higher level of influence from agents 
in order for customers to purchase. This remark is supported by the analy-
ses on general takaful from the above. This is where the concept of walk-in 
customers would be better off and the agents could be used to promote the 
general takaful plans during their meetings with customers. These strate-
gies should be evaluated and consequently implemented if STMB wishes to 
continue to be a major player in the takaful industry. With the advent of glo-
balisation leading to increased competition domestically and internationally, 
STMB has to do this expeditiously. 

STMB should not equate the principle of mudharabah with total prohibition 
of the agency system. Interestingly enough, even if it decides to continue with 
mudharabah and at the same time implement the system, it can still avoid 
going against the definition given in the encyclopaedia. The reason for this is 
because the issue of non-permissibility will only arise if the payment to the 
agents, which is perceived as management costs, is taken from the capital or 
deducted from the gross profit. Should the payment be taken from the share 
of profit of the mudharib, i.e. the company’s share after paying the share at-
tributable to participants, the issue will no longer be relevant. If there is no 
profit made, the expenses can be covered by the company by utilising the 
shareholders’ fund. This reasoning means that management expenses will al-
ways be borne by the company which is in fact consistent with the last line 
given in the definition. However, profits will be further depressed if STMB 
bears all expenses. For this reason, it is imperative that it should adopt the 
interpretation of other schools of thoughts so that it can charge the agents’ 
commissions and part of the management expenses related to takaful funds 
to the takaful funds. 

Adoption of views from other school of laws will not be inconsistent with 
STMB’s plan or that of its related company, BIMB, as they have adopted the 
views of other schools besides Shafi’is in other spheres concerning their op-
erations. Examples of these are given below:

1. Takaful is permissible in Islam, because it is based on the contract of 
tabarru’. Consequently, as this contract is unilateral in nature, the element 
of gharar is tolerable from the Islamic perspective. This view of gharar be-
ing tolerable in unilateral contracts is that of the Maliki school of law and 
not the Shafi’is. The Shafi’is are of the opinion that gharar is not tolerable 
under any contractual circumstances and unilateral contracts must be free 
of it. Hence, STMB would not have been able to implement the takaful 
business if it had followed the Shafi’is view.
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2. BIMB is operating a parallel or two-tier mudharabah in its mudharabah 
transactions. A two-tier mudharabah involves three parties that include 
the capital providers (i.e. the depositors in mudharabah savings account), 
the intermediate mudharib (i.e. BIMB) and the final mudharib (the entre-
preneur in mudharabah financing). This parallel mudharabah or mudharib 
yudarib is only acceptable according to the Hanafis in contrast to the ma-
jority of the scholars. 

REFERENCES

Accounting and Auditing Organization for Islamic Financial Institutions (1999), Accounting, Audit-
ing and Governance Standards for Islamic Financial Institutions, Manama: Accounting and Auditing 
Organization for Islamic Financial Institutions.
Bakar, D. (2000a), Developing Modern Islamic Financial System Via Ijtihad: An Overview, Working 
Paper, Kuala Lumpur: Department of Islamic Law at International Islamic University Malaysia.
Bakar, D. (2000b), Mudarabah Equity Financing, Working Paper, Kuala Lumpur: Department of 
Islamic Law at International Islamic University Malaysia.
Bakar, D. (2000c), Riba and Islamic Banking, Working Paper, Kuala Lumpur: Department of Islamic 
Law at International Islamic University Malaysia.
Billah, M. (2003), Islamic and Modern Insurance Principles and Practices, Kuala Lumpur: Ilmiah 
Publishers.
Billah, M. (1996), A Response to the Recent ‘Fatwa’ of Sheikh Al-Azhar Against the Validity of Life 
Insurance, INSAF – The Journal of the Malaysian Bar, 25(3), 40-53. 
Elliott, B. and J. Elliott (2000), Financial Accounting And Reporting Fourth Edition, Harlow: Finan-
cial Times Prentice Hall.
Eltegani, A. (1994), Accounting Postulates and Principles from an Islamic Perspectives, Review Of 
Islamic Economics, 3(2), 1-18.
Hermanson, R., J. Edwards and M. Maher (1998), Accounting A Business Perspective, London: Irwin 
McGraw-Hill.
Ismail, A. (2000), Teori & Praktis, Kuala Lumpur: Malaysian Insurance Institute.
Kamali, H. (1999), Uncertainty and Risk-Taking (Gharar) in Islamic Law, IIUM Law Journal, 
7(2),199-215.
Lewis, R. and D. Pendrill (1996), Advanced Financial Accounting, Fifth Edition, Harlow: Pitman 
Publishing.
Musleh-Ud-Din, M. (1982), Insurance and Islamic Law, New Delhi: Adam Publishers and Distribu-
tors.
Napiah, M. (1995), The Theory Of The Contract Of Agency (Al Wakalah) In Islamic Law, Unpub-
lished PhD Dissertation, Glasgow: Department of Law and Public Administration at University of 
Glasgow Caledonian.
Nobes, C. (1998), Comparative International Accounting, London: Prentice Hall.
Nordin, T. and N. Omar (2000), Remuneration of the Agency System, Working Paper, Kuala Lumpur: 
Management Centre at International Islamic University Malaysia.
Nordin, T. (2000), Collection Of Articles On Takaful, Kuala Lumpur: Malaysian Insurance Insti-
tute.
Qaradawi, Y. (1995), The Lawful and The Prohibited in Islam (Malaysian Edition), Petaling Jaya: 
Islamic Book Trust. 



117

Rosly, S. (2002), Iwad As A Requirement Of Lawful Sale: A Critical Analysis of Al-Bay’ as Mode of 
Finance, IIUM Journal of Economics and Management Sciences, 9(2), 187-201.
Rosly, S. (1996), Islamic Insurance: Takaful, Kuala Lumpur: The Sun.
Takaful Act 1984 and Regulations, (1985), Kuala Lumpur: MDC Sdn. Bhd.
The Majelle (Malaysian Edition), (2001), Petaling Jaya: Other Press. 
Yusof, M. F. (1996), Takaful – Concept And Operational System: From The Practitioner’s Perspectives, 
Kuala Lumpur: BIMB Institute of Research and Training Sdn. Bhd. 
Yusuf, A. (1997), The Meaning Of The Holy Quran, Maryland: Amana Publications.

Annuar, Rosly, Abdul Rashid: Al Wakalah and its Impact on the Growth and Performance of Takaful Companies



Abstract

Financing small and medium enterprises is viewed as a new paradigm to alleviate pov-
erty and bring about development. Specialised poverty-focused microfinance institutions 
have evolved over the last 25 years to finance microentrepreneurs. Problems facing these 
institutions are, amongst others, non-viability and dependence on subsidised funds for 
operations. Recently, a few Islamic microfinance institutions have also started up opera-
tions in some countries. Operations of these institutions, however, have limited impact 
due to a lack of funds and trained employees. Unlike conventional banks, Islamic banks’ 
objectives should include social dimensions. Given this social role, Islamic banks can 
complement the efforts of Islamic microfinance institutions in providing the much-need-
ed funds to the poor to facilitate their economic uplifting. The paper asserts that Islamic 
banks are predisposed to provide microfinance in a win-win situation. In other words, 
Islamic banks can finance the poor at no extra cost. Theoretical arguments presented 
show that Islamic banks can provide microfinance more efficiently benefiting from its 
scale of operations. To support some of the theoretical assertions, empirical evidence is 
given from the experience of the Rural Development Scheme, a microfinance program of 
the Islami Bank Bangladesh Limited. The experience of the Islamic Development Bank in 
financing microenterprises is also outlined. 

1. Introduction

The last quarter of the 20th century witnessed numerous financial innovations 
that catered to various needs of different segments of society. While most of 
these innovations were concentrated in countries with developed financial 
markets, a couple of new ideas emerged from Muslim countries. The con-
cepts of ‘Islamic banking’ and ‘microfinance’ surfaced almost concurrently, 
yet independently, in the mid-1970s. From its humble start, Islamic financial 
institutions have grown rapidly in size and scope. Given the large size of the 
potential market, non-Islamic financial institutions are also offering financial 
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services that conform to Islamic principles. Currently, it is presumed to be 
one the fastest growing sectors in the banking industry worldwide. Similarly, 
microfinance institutions (MFIs), pioneered by Professor Muhammed Yunus 
of Grameen Bank in Bangladesh, have burgeoned in both developing and in-
dustrialised countries. After the failure of a few decades of top-down (trickle 
down) development policies to alleviate poverty in most developing coun-
tries, the innovative microfinance initiative is considered a new paradigm for 
bringing about development and eradicating absolute poverty.1 Microcredit 
Summit 1997 envisaged that 100 million poor would have access to micro-
finance by 2005. Multilateral financial institutions and international donors 
have adopted microfinance as a powerful tool for poverty alleviation and eco-
nomic development. 

Due to a lack of collateral and to asymmetric information problems, poor 
microentrepreneurs cannot obtain finance from conventional institutional 
sources. Before the advent of MFIs, most microenterprises were financed 
by non-institutional sources that charged exorbitant interest rates. In recent 
times, however, specialised poverty-focused MFIs are providing the much-
needed finance to a small section of microentrepreneurs resulting in the in-
crease in their income and wealth. The MFIs innovative group-based format 
introduces social collateral minimising the asymmetric information problems 
and ensuring higher recovery rates. Most MFIs, however, are non-Islamic in 
character. Other than charging interest, the social agenda that is associated 
with these programs has secular features. A few MFIs with Islamic orien-
tation have recently begun operations in some countries. Their operations, 
however, are miniscule compared to the large number of poor population 
that needs to be served.

Most of the Islamic banks, as with their conventional counterparts, have not 
ventured into mircofinancing. Whereas it is understandable why convention-
al banks are not involved in microfinancing, it is not befitting for Islamic 
banks to do the same. Islamic financial institutions have fundamentally dif-
ferent objectives compared to their conventional counterparts. Khan (1997) 
discusses this issue. He points out that if the only difference between Islamic 
and conventional banking practices is whether the business is interest-based 
or not, then the non-Islamic financial institutions probably can deliver Is-
lamic services better than Islamic banks. He asserts that a distinct aspect of 
an Islamic enterprise is the social dimension in its operations. 

1 Growth in microenterprises or small enterprises can be an important means of employment 
generation and development of poor countries. A high population growth rate and limited employ-
ment opportunities in the agricultural and the modern manufacturing sectors, leaves a vast major-
ity of the labour force without productive employment. Microenterprises can play an important 
role in employing the surplus labour force productively (World Bank, 1978). For an extensive study 
on microfinance, see, for example, Hulme and Mosley, (1996), Journal of International Development 
(Vol. 8, No. 2), Kimenyi, Weiland, and Pischke (1997), Otero and Rhyne (1994), and Schneider 
(1997).
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One way of manifesting the social role of Islamic banks is to provide finance 
to the poor to increase their income and wealth. The innovative operational 
format used by the MFIs suits the poor and can be employed by the Islamic 
banks to provide such finance. This paper investigates if a marriage between 
Islamic banks and microfinancing is possible. The paper argues that there is a 
strong case for such a union as Islamic banks can deliver finance to the poor 
more efficiently and effectively. The theoretical arguments are supported by 
empirical evidence of the Rural Development Scheme, a microfinance Pro-
gram of the Islami Bank Bangladesh Limited. 

The paper is organised as follows. Section 2 discusses the need for social in-
termediation to finance microenterprises. The section then outlines the char-
acteristics and operations of MFIs and points out some of the problems faced 
by them. In section 3, the scope and constraints of Islamic MFIs are discussed. 
Section 4 outlines the theoretical arguments for Islamic banks’ involvement 
in microfinancing, followed by a section of comparative analysis of Islamic 
banks and MFIs in financing microenterprises. In section 6, the microfinance 
experience of the Islami Bank Bangladesh Limited is discussed in light of the 
theoretical assertions made. Section 7 concludes the paper.

2.  Financing microenterprises: 
the need for social intermediation

Smaller firms do not have access to funds from traditional financial institu-
tions. The underlying theoretical explanation for this phenomenon lies in the 
traditional problems of asymmetric information in financial intermediation. 
Bennett (1998) points out some barriers that accentuate the asymmetric in-
formation problems in case of smaller enterprises in developing countries. 
Physical barriers of poor infrastructure such as lack of markets, roads, power, 
communications, etc., can worsen both the adverse selection and moral haz-
ard problems. Physical constraints inhibit the financial institutions to gather 
information on their prospective clients and once credit is advanced, it is 
difficult to monitor the use of the funds. Socioeconomic factors of clients 
such as low numerical skills due to illiteracy, caste/ethnicity/gender aspects 
preventing interaction, also add to the adverse selection problem. The mi-
croentrepreneur’s lack of collateral, due to poverty, can increase the moral 
hazard problem. These barriers would make the assessment of projects and 
the monitoring of the use of loans, very costly. Furthermore, as the size of 
the loan for microenterprise is small, the administering cost of per-unit loans 
increases. These economic factors make it impossible for traditional financial 
institutions to offer credit to microenterprises. 

Given the above problems in financing microenterprises and also the fact 
that these small-scale enterprises are an important means to increase employ-
ment and reduce poverty, there is a need for a social financial intermediation 
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of funds for microentrepreneurs. Bennett (1998) points out two approaches 
of financing microenterprises. First, the linking approach, under which con-
ventional financial institutions are linked to the target group, (i.e., the poor) 
through some intermediary. The other approach is to provide microcredit 
through specialised organisations, such as NGOs, government agencies, co-
operatives, and development finance institutions. Almost all financing for 
microenterprises in recent times has come from the latter institutions, which 
cater to the needs of the poor. This focus of this paper, however, is on the 
former linking approach. We argue that Islamic banks can finance microen-
terprises more efficiently than MFIs. Before examining how this is done, the 
operations, prospects, and problems of conventional and Islamic MFIs are 
discussed. 

2.1. MFIs: specialised financial institutions
Though the importance of financing small-scale enterprises has been felt 
for a long time, the concept of group-based poverty focused microfinance 
is a relatively new concept with distinct characteristics.2 Pioneered by the 
Grameen Bank in Bangladesh, group-based MFIs are banks for the poor and 
operate quite differently from the conventional commercial banks. Whereas 
commercial banks are profit maximising firms, MFIs are either government 
or non-government organisations (NGOs) formed to provide the poor with 
their much-needed finance. Given this nature, most MFIs have a social devel-
opment program together with credit facilities. 
To receive finance from these institutions, the client or beneficiary must be 
poor.3 A person must form a group of five like-minded people with a simi-
lar socioeconomic status in order to receive credit. Male and female groups 
are formed separately and relatives cannot be in the same group. A group is 
usually trained for a couple of weeks to become familiar with the rules and 
procedures of the MFI. A number of groups are federated into a centre with a 
centre chief and deputy centre chief elected from the group. Weekly meetings 
of the centre are held at a convenient place in the locality. All members (i.e., 
beneficiaries) of the centre are required to attend these meetings. An MFI 
official attends these weekly meetings to conduct banking transactions and 
other business of the centre.
MFIs extend credit of small amounts at a reasonable rate of interest. The loan 
is paid back in one year in (fifty) weekly instalments. Credit is provided to the 
poor without any physical collateral. Instead, social collateral is introduced 

2 Though different approaches to microfinance have evolved, the format discussed here is that of 
Grameen Bank, which serves as the dominant model for most group-based microfinance institu-
tions (Morduch, 1999).
3 Different MFIs define their target groups in different ways. For example, to be eligible to receive 
credit from the Grameen Bank, a household must own less than 0.4 acres of land and must not 
have assets exceeding the market value of one acre of cultivable land.
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by forming groups. Loan repayment by an individual member of a group is 
the collective responsibility of all the members in the group and default by a 
member disqualifies all members to receive any new loans. As a result, mem-
bers in the group monitor each other’s activities and peer pressure induces the 
repayment of the loan. This form of peer monitoring mitigates the problem 
of asymmetric information and reduces transaction costs (Huppi and Feder, 
1990; Morduch, 1999; Stiglitz 1990). Most MFIs have various (forced) sav-
ings programs. Sometimes, MFIs also extend credit to individuals for build-
ing houses and to a group or centre for a collective enterprise. 

Most MFIs have a social development program associated with financing. 
The objective of this program is to generate personal and social conscious-
ness amongst the members. These programs include aspects that affect be-
havioural changes (such as personal hygiene, sanitation, drinking clean wa-
ter, etc.), moral teachings (such as teaching honesty, discipline, and coopera-
tion with each other), and social customs (e.g. accepting family planning, not 
practising the dowry system, etc.). Knowing these principles and norms are 
prerequisites to obtain loans from the MFI and are continuously instilled in 
the members during the weekly meetings. At times, necessary inputs to im-
plement these social programs (such as tube wells for water, oral re-hydration 
salt, etc.) are provided by the MFI on a subsidised basis.

2.2. MFIs: Problems and constraints

Whilst a large amount of literature exists that shows the success of MFIs, 
some recent studies show the failure of these institutions in reaching some of 
their objectives.4 The problems relevant to this paper are given below.

a) Asymmetric information problems: The bulk of the loan by microfinance 
institutions is targeted towards women. In reality, however, the male mem-
bers of the household initiate the taking out of loans and control the funds 
received by the female members. Furthermore, loans taken from the bank are 
often used for purposes other than those the loan is sanctioned for (Rahman, 
1999: 75). When loans are used for non-productive purposes, the chances of 
default increase. Buckley (1996: 390) reports that in 1993, 46 per cent of the 
Malawi Mudzi Fund’s (a MFI in Malawi) borrowers were in arrears (did not 
pay instalments from once to four times) because they diverted the funds for 
consumption purposes. Among the defaulters (those who did not pay more 
than 4 instalments), the corresponding number was 33 per cent. 

b) Economic viability of microfinance institutions: Ideally, microfinancing 
would be a win-win situation, where the MFI operates at a profit and the 
poor benefit from the credit program. This, however, is not the case for most 

4 For accomplishments of MFIs see Bornstein (1996), Fuglesang and Chandler (1993), Goetz and 
Gupta (1996), Hashemi, et.al. (1996), and Hossain (1983 and 1987).
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MFIs (Morduch, 1999). Due to a lack of fund mobilisation and the high ad-
ministrative costs, most MFIs are not economically viable.5 

c) High drop-out rate and non-graduation from poverty: Ditcher (1996), Hulme 
and Mosley (1996), and Montgomery (1996) report that microfinance institu-
tions do not serve the poorest, who are either not given loans, or drop out of 
the credit schemes.6 Karim and Osada (1998) observe that there is a steady 
increase in the dropout rate from the Grameen Bank (15 per cent in 1994) 
and that 88 per cent of the total dropouts did not graduate to the status of 
non-poor. Assaduzzaman (1997) finds that whereas microfinance does in-
crease the income level of the poor, the current operations of MFIs are not 
very effective in improving the lives of the extreme poor. 

3. Islamic MFIs: prospects and problems

Given the important role of financing microenterprises in alleviating poverty, 
several Islamic MFIs have been initiated in some countries. Islamic MFIs re-
tain the innovative operational format of conventional MFIs and orient the 
program towards Islamic principles and values.7 Islamic MFIs, however, can 
have potentially more varied liabilities and assets. For example, on the asset 
side, various modes of financing used and on the liability side, sources of 
income can also include zakat, waqf, etc. Furthermore, the Islamic content of 
the Social Development Program can build the social capital that is needed 
for the successful functioning of MFIs. 

Islamic MFIs have some inherent characteristics that can mitigate some of 
the problems faced by conventional MFIs as pointed out in Section 3. By 
targeting the family unit instead of women members in the household, the 
adverse selection and moral hazard problems of the recipients not using the 
funds may be minimised. Furthermore, as Islamic finance involves real trans-
action instead of cash being given out, the opportunity of diverting funds for 
uses other than that requested is eliminated. The nature of the social capital 
intrinsic in the Islamic social development program can potentially decrease 
the default rate. As solidarity among the group members increases and ben-

5 For example, Bennett (1998: 116) reports that the administrative cost of five MFIs in South Asia 
is in the range of 24 percent to more than 400 percent of per dollar loaned. Reed and Befus (1994: 
190) study five MFIs and find the average returns on assets for three of these below 2 percent, one 
at 3.5 percent and the other at 14.6 percent. Hashemi (1997) and Khandker, et.al. (1995) point out 
that the Grameen Bank would operate at a loss without grants. A Subsidy Dependence Index (SDI) 
developed by Yaron (1997) indicates that in 1996, the Grameen Bank would have to increase its 
lending interest rate by an additional 21 percent in order to break even without subsidies (Hashe-
mi, 1997). Similarly, Hulme and Mosley (1996: 52) find that 12 out of 13 MFIs from six countries 
have positive SDI ranging from 32 percent to 1884 percent.
6 For example, dropout rates for the Grameen Bank and BRAC are 15 percent and 10-15 percent 
per annum, respectively (Hulme and Mosley, 1996: 122). 
7 For a discussion on Islamic MFIs in Bangladesh see Ahmed (2002).
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eficiaries take it as a religious obligation to repay their debt. All these factors 
improve the profitability/viability of Islamic MFIs. 

The institutions of zakat, sadaqat, and waqf can be integrated into a microfi-
nancing program to effectively alleviate absolute poverty.8 While paying zakat 
is obligatory for every wealthy Muslim, sadaqat are voluntary charities given to 
the deserving. Zakat and sadaqat in Islam are important tools for the redis-
tribution of income and growth and are used to increase participation of the 
poor in production (El-Ghazali, 1994: 48). Zakat and income from waqf can 
be integrated into the microfinancing system to benefit the poorest beneficiar-
ies. Zakat given to the poor can be used for consumption, asset building, and 
production purposes to complement the funds of Islamic MFIs. These comple-
mentary funds can either be given as grants or interest free loans (qard-hasan) 
according to the needs of the beneficiary. As these complementary funds will 
reduce the need for diverting money to consumption and purchase of assets, it 
is expected the funds taken for productive activities will be invested accordingly. 
As a result, the overall return on invested funds is expected to be higher and 
the probability of default, lower. Thus, integrating Islamic institutions of zakat, 
charities and waqf with microfinancing will not only include the core poor in 
the program, but also ensure the repayment of the funds to the Islamic MFI. A 
survey of Islamic MFIs, however, reveals that they are not employing their 
full usable potential (Ahmed 2002). The same survey shows that Islamic MFIs 
face the following problems that hinder their growth. 

i) Lack of funds 

Officials of the surveyed Islamic MFIs contend that expansion of their activi-
ties is hampered by lack of funds. MFIs cannot attract deposits as commercial 
banks do. Other than the initial start-up capital provided by a few volunteers, 
most of the funds for conventional MFIs come from external sources and 
beneficiary savings. The need for funds is greatest during the initial stages 
of operations of MFIs when the beneficiaries savings are nil or small. As the 
MFIs grow, the savings of beneficiaries accumulate and these can then be 
recycled in financing microenterprises. The time required for an MFI to oper-
ate its activities based solely on beneficiaries’ savings, however, may be very 
long.9 As pointed out above, Islamic MFIs have not yet tapped into the funds 
from the Islamic institutional sources of zakat, sadaqat, and waqf. 

Officials of Islamic MFIs point out that there are certain problems in ob-
taining funds from external sources. First, the Islamic educational content of 
Islamic MFIs deters some external sources from funding these institutions. 
Second, although some funds are available from government agencies, they 

8 For detailed discussions see El Asker and Haq (1995) for zakat and Basar (1987) and Cizaka 
(1996, 1998) for waqf. 
9 Majority of the funds of large well-established conventional MFIs (e.g. Grameen Bank) still comes 
from external sources.
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impose certain terms and conditions. Some of these terms and conditions 
are contrary to Islamic principles and limit the flexibility in the operations of 
Islamic MFIs. For example, the funds are given on interest and the MFIs are 
required to recover a certain fixed rate of return on their investments. As a 
result, funds from these sources cannot be employed in microfinancing using 
certain Islamic modes of financing (such as mudarabah and musharakah). 
Another implication of the lack of funds is, as the officials of Islamic MFIs 
indicate, that the benefits package given to employees is not as good as the 
established MFIs operating in the neighbourhood. This sometimes induces 
employees with experience to move on to other MFIs that pay better salaries 
and benefits.

ii) Training 

Training employees regularly on different aspects of MFIs’ operations can 
enhance efficiency. Training in the case of Islamic MFIs would also cover 
knowledge on different Islamic modes of financing and the appropriate Is-
lamic orientation of the Social Development Program. While some training 
on conventional topics (such as accounting and administrative aspects) is 
offered from time to time by the governmental agencies, Islamic oriented 
training sessions are either lacking or too expensive when they are available. 

The above discussion shows that while Islamic orientation in Islamic MFIs 
can mitigate certain problems faced by conventional MFIs (e.g. asymmetric 
information problems), they face a couple of constraints that limit their ex-
pansion. Given these limitations of the Islamic MFIs, we examine the pros-
pects of Islamic banks to provide the much needed funds to the poor micro-
entrepreneurs next.

4. Financing microenterprises by Islamic banks: rationale 

The role of Islamic banks in financing microenterprises can be studied from 
two perspectives – first, the social dimension of Islamic institutions and sec-
ond, the economic rationale for such financing. These are discussed below. 

4.1 Social role of Islamic banks and microfinancing

Though there have been discussions on the nature of an Islamic enterprise in 
general (for example see Siddiqi, 1988), Khan (1997) focuses on the objec-
tives of Islamic banks. He points out that the operation of Islamic banks has 
two aspects – the ‘mechanics of it’ and the ‘spirit of it’. While the mechanics 
relate to fulfilling the Islamic legal requirements in its operations, the lat-
ter relates to faith. Any institution (including non-Islamic) can fulfil the me-
chanics of Islamic by providing Islamic compatible financial contracts and 
transactions. The spirit of an Islamic enterprise, however, distinguishes an 
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Islamic bank from a conventional bank. Khan (1997) points out that different 
variants of conventional financial institutions (such as mutual funds, Rental 
Equity Participation Trusts, etc.) appear to be very close to Islamic modes of 
financing, but this does not make these institutions Islamic. He asserts that 
Islamic banking has to relate its activities to faith if it has to distinguish itself 
from conventional financial institutions. 
Khan (1997) maintains that the philosophical basis of the faith component of 
Islamic banks lies in adl (social justice) and ahsan (benevolence). The impli-
cation of these concepts is „taking care of those who cannot be taken care of 
by the market, who cannot play with economic forces or do not have access 
to economic means to enable them to exploit the economic opportunities 
around them“ (Khan, 1997: 12-13). Given this characteristic, it is imperative 
that Islamic banks include social dimensions in their operations together with 
the normal banking practices. 
The question is how the social role of Islamic banks can be best exempli-
fied. Khan (1997) suggests a variety of activities such as qard-hasan, financing 
housing, meeting basic needs and promoting and financing small entrepre-
neurs. All these aspects, however, can be covered in a comprehensive inte-
grated program with focus of microfinancing. As mentioned above, most mi-
crofinance schemes have an integrated social development program. Islamic 
banks, by adopting this approach of microfinancing, can engage in a much 
broader program of wealth creation for the poor and bring about develop-
ment. As the next section reveals, they can fulfil this social role at no extra 
financial cost. 

4.2 Islamic banks and microfinance 
Other than the social dimension, there are several other arguments in fa-
vour of Islamic banks’ involvement in microfinancing. Financing productive 
activities is the specialisation of banks. Financing microentrepreneurs will 
be an extension of their client base. They already have the skilled manpower 
that has the know-how on which to expand their microfinance operations. 
Islamic banks have certain other advantages over MFIs in providing such 
finance. By using the Islamic modes and financing and orientation, Islamic 
banks can mitigate the asymmetric problems faced by conventional MFIs (as 
discussed in Section 4). Furthermore, the lack of funds and trained personnel 
constraining the operations of Islamic MFIs is eliminated in Islamic banks. 
With its established network of branches, Islamic banks will be able to deliver 
services at a lower cost than MFIs. This vantage point of Islamic banks, along 
with the fact that the provision of microfinance can be done at no extra cost, 
further reinforces the argument for the involvement of Islamic banks in mi-
crofinancing. Some of the economic advantages of Islamic banks in providing 
finance to the poor are evident when we examine the economics of microfi-
nancing below. 
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4.2.1. Economics of microfinancing 

Profit (Π) of a conventional MFI is defined as the difference between its total 
income or revenue (TR) and total costs (TC). That is,

Π = TR – TC (1)

Total costs of an MFI will include borrowing costs (BC) and operating costs 
(OC). Other than borrowing funds (F) from external sources, MFIs build up 
members’ savings (S). If if and is are the interest rates paid on funds provided 
by external sources and savers respectively, then financing costs equal,

BC = if F + isS. (2)

Operating costs (OC) include variable costs (wages), fixed costs O (i.e. rent, 
utilities, etc.). Note that these costs can be further divided as those incurred 
at the field level and those that are incurred away from the field (costs in head 
office and regional offices). For our analysis, we break down the total number 
of employees of the MFI, m, into those working at the field level, mf < m, and 
those who are not working there (mh = m-mf). Thus, operating costs can be 
written as,

OC = wfmf + whmh +O, (3)

where wj is the average wage rate for employee type j (j = f, h). Thus, total 
costs of an MFI equals,

TC = (wfmf + whmh) + O + if F + isS. (4)

From an accounting point of view, the income of an MFI is derived from 
the interest earned from loans to the beneficiaries (L) and interest earned 
on deposits with other financial institutions (D). The amount of loan given 
out by the MFI equals the average loan amount given (l) times the number 
of beneficiaries (n). The repayment (or recovery) rate of loans (γ) depends 
on, amongst other factors, the actual use of borrowed funds in the economic 
activity. Diversion of funds (to non-productive activities) increases the prob-
ability of default. Diversion of funds can be minimised and the repayment-
rate improved with better overall supervision and monitoring of the loan. For 
a given number of clients, supervision and monitoring improve with more 
employees at the field level. In other words, as field level employees increase, 
the repayment rate (γ) is expected to rise. Wages paid to field level employees 
(wf) can affect their incentive to work and affect recovery rates. Furthermore, 
higher interest rates charged for credit (il) increase the probability of default. 
The repayment rate function can be given as,

γ = γ(mf /n, wf, il),  γ’1>0, γ’2>0, γ’3<0; (5)

where γ’j (j =1,2,3) is the first derivative with respect to the jth argument. The 
total income of the MFI can be written as:
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TR = γ(mf /n, wf, il) il nl + id D, (6) 

where il and id are interest rates on loans and deposits respectively. Using the 
definitions of costs and income from Equations (4) and (6) in Equation (1), 
we can write the profit of an MFI as, 

Π = γ(mf /n, wf, il) il nl + id D – (wfmf + whmh ) – O – if F – isS, (7)

Note that D, F, S, id, if, are exogenous to the system. The effects of variables 
that are of interest on the profit are given below;

i) δΠ/δil >0,   if  γ nl > γ’3 il nl;

ii) δΠ/δmf >0,  if  γ’1 il nl > wf;

iii) δΠ/δwf >0,  if  γ’2 il nl > mf;

iv) δΠ/δn >0, if  γ il l > (mf /n2)γ’1 il nl; 

v) δΠ/δl >0;   δΠ/δmh <0;   δΠ/δis<0;  δΠ/δO<0.

The effect of an increase in the interest rate on loans (il) on the profit will be 
positive if the resulting increase in income offsets the decrease in income due 
to lower repayment rate. The effect of an increase in the employees in the field 
(mf) improves the supervision and monitoring of the use of credit and hence 
increases the income by raising the recovery of loans. The profit of the MFI 
will increase if this increase in income is greater than the wages paid to the 
marginal employee. Similarly, an increase in the wages paid to employees (wf) 
will increase profit if the improvement in the recovery rate (due to improved 
supervision) exceeds the increased wages paid. An increase in the beneficiar-
ies (n) will affect profit positively if the returns from them are greater than the 
decrease in recovery rate (due to increased difficulty in supervision). Finally, 
larger average loan size (l), fewer non-field workers (mh), lower interest paid 
to savers (is) and lower overhead costs (O) will increase the profitability of 
the MFI.

5. Financing microenterprises: MFIs versus Islamic banks

In this section, we compare the relative economic performance of MFIs and 
Islamic banks in delivering microfinance. Note that Islamic banks will use 
the same format as the MFIs in microfinancing as this format suits the poor. 
Specifically, small amounts of credit are given to the poor with no physical 
collateral. In order to qualify for funds, beneficiaries have to be poor and 
form groups. Funds are provided under some Islamic mode of financing for 
three months to a year and repaid in weekly/monthly instalments. The bank-
ing activities take place at the weekly meetings at the centre. Though the bank 
deals primarily with women, the bank encourages the active participation of 
the spouse in the funded activity.
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As regards the modus operandi of microfinance operations by an Islamic bank, 
the field level operations can be conducted from its branches and a small de-
partment can coordinate these operations at the head-office (national) level. 
At each branch, field workers will do the business under the supervision of 
field supervisors. An officer of the bank will oversee the microfinance opera-
tions of the branch. Microfinance operations will be focussed among the poor 
in the vicinity of the branch. Given the above, we can compare the relative 
effectiveness of providing such finance by MFIs and by Islamic banks. The 
results are summarised in Table 1.

Table 1. – COMPARISON BETWEEN MFIS AND ISLAMIC BANKS IN PROVIDING 
MICROFINANCE 

MFIs Islamic Banks

Operating Costs
OCM= wMfmMf + wMhmMh + OM OCI = wIfmIf + wIhmIh  

 
Borrowing Costs
BCM = iMf F + iMsS BCI = rId D + rIsS
Implications of Lack of Funds (1)
mMf/n ↓ → γ M ↓ →TRM ↓ mIf/n ↑ → γ I ↑ →TRI ↑
Implications of Lack of Funds (2)
wMf ↓ → γM↓ →TRM ↓ mIf ↑ → γ I ↑ →TRI ↑
Lack of Supporting Program for poor =>
Fund diversion

Supporting Program for poor =>
No Fund diversion

Costly Training In-house Training

a) Profitability/viability 
Profitability/viability can be discussed from the revenue and cost sides. As 
before, the total costs of providing microfinance can be viewed as operat-
ing and borrowing costs. The operating costs of an MFI (OCM, superscript 
M indicating MFI) will include costs at the head office, regional offices and 
branches that cover the field-level work. The costs comprise a variable com-
ponent (wages to employees at the field and head-office levels= wMfmMf + 
wMhmMh) and a fixed component (rent, utilities, etc.= OM). The total operat-
ing costs of an MFI is OCM= wMfmMf + wMhmMh + OM. 
In contrast, operating costs of providing microfinance in case of an Islamic 
bank (OCI, superscript I indicating Islamic bank) will be much smaller. As 
Islamic banks will provide microfinance from existing branches, it will not 
incur any extra fixed costs (rent, utilities, etc., i.e., CI=0). Furthermore, it will 
not require a whole range of professionals/employees, particularly at the top 
management level at the head office and regional offices. This will reduce the 
cost of operations at the head-office level (i.e., wMhmMh > wIhmIh). Note that 
the wages paid to the field workers and supervisors in the case of Islamic 
banks is expected to be higher than their MFI counterparts (i.e., wMh<wIh). 
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As discussed above, this will have two offsetting effects. On the one hand, 
higher wages will attract more productive field-level workers and on the other 
hand it will increase the wage bill. As the field level workers are paid relatively 
lower salaries than professionals at the management level, the total wage bill 
for microfinance operations in an Islamic bank is expected to be much lower 
than that of an MFI. We can conclude that the total operating costs of provid-
ing a certain amount of microfinance to a given number of beneficiaries will 
be lower in the case of Islamic banks than in the MFIs. That is, 
OCM(= wMfmMf + wMhmMh + OM ) > OCI (= wIfmIf + wIhmIh); (8)
  mMh > mIh, wMf < wMh .

To discuss the borrowing costs, we need to examine the sources of funds for 
these institutions. In the absence of deposits (other than savings of beneficiar-
ies), the bulk of the funds of the MFIs comes from external sources. Though 
sometimes the external funds are provided at subsidised rates, certain condi-
tionalities are attached to it. In contrast, Islamic banks’ main sources of funds 
are deposits. The opportunity cost of using these funds is investment in alter-
native investments. Most Islamic banks, however, have excess liquidity given 
the lack of Islamic compatible money-market instruments to park funds for 
shorter periods of time. Given this excess liquidity, the opportunity cost of 
using these funds is zero (rId=0). Assuming that the Islamic banks offer their 
beneficiaries the same rate of return as MFIs (i.e., iMs = rIs) on their savings, 
then we can conclude that the borrowing costs of funds will be lower in the 
case of Islamic banks (BCI) than in the MFIs (BCM), as indicated below,
BCM (= iMf F + iMsS) > BCI (= D + rIsS). (9)

The above discussion shows that Islamic banks can finance microenterprises 
more efficiently (at a lower cost) than MFIs.

b) Quality of service 
An implication of dependence on external funds is that MFIs have to abide 
by certain conditions. While some conditions are value neutral, others are 
not compatible with Islamic principles. For example, the funds from external 
sources are given on interest and the MFIs are required to collect a fixed 
return from the beneficiaries. The implication of this is that Islamic MFIs 
lose their independence to use certain profit-sharing modes of financing and 
frame procedures that may be more appropriate for financing certain activi-
ties.
In contrast, Islamic banks use their own funds and are independent to frame 
programs that suit the beneficiaries. For example, the revenue generated from 
certain activities such as agricultural production and cow-fattening have a 
gestation period. Thus, it becomes difficult for beneficiaries of an MFI to pay 
instalments, as the return from investment flows in at a later date. An Islamic 
bank can frame a repayment schedule where the beneficiary pays a token 
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(small) amount of money at the weekly meetings, and pays the bulk of the 
debt when the asset or produce is sold.10 

As pointed out earlier, Islamic MFIs in Bangladesh identify lack of funds as 
one of the major constraints to growth and efficient operations. Other than 
limiting the expansion of operations of MFIs, a lack of funds also has other 
detrimental implications. They cannot hire sufficient workers at competitive 
wages. Paying lower wages implies that they employ relatively low productiv-
ity workers. Lack of funds also means employing fewer field level workers 
lowering the employee-beneficiary ratio, adversely affecting supervision and 
monitoring. Both factors increase the probability of default, γM, and lowering 
the expected income of MFIs. Islamic banks, however, can employ adequate 
workers at competitive wages plus other benefits. This allows them to employ 
productive workers and maintain an appropriate employee-beneficiary ratio. 
These have a positive impact on the repayment rate and income of the bank. 
The comparative effects of lack of funds on the revenue of MFIs and Islamic 
banks are shown in Table 1.

Another factor that can improve the efficiency of the operations of MFIs is 
periodic training and workshops to upgrade their skills of employees. Islamic 
MFIs contend that they cannot benefit from these costly training sessions 
due to a lack of funds. Islamic banks, being relatively larger institutions, can 
organise training courses for their employees. Larger Islamic banks have their 
own in-house training departments and the employees involved in micro-
financing can benefit from these in-house training programs at little extra 
cost. 

c) Complementary Poverty Reduction Program 

It has been pointed out above that the poorest sections of the population are 
left out by conventional MFIs. One reason is that extreme poverty leads to 
the diversion of funds from productive activities to consumption and asset 
purchases. This lowers the overall return on investment and makes it difficult 
for the poor to repay the loans. It is also pointed out above that some chari-
table institutions (such as zakat, sadaqaat, and waqf) can be integrated with 
microfinancing to reach the core poor. The Islamic MFIs, however, have not 
tapped into these sources to complement financing to the poor. One reason 
may be the Islamic MFIs find it difficult to mobilise zakat proceedings from 
the community. 

Islamic banks can devise a complementary program to finance the core poor. 
Most Islamic banks have a fund created from collections of penalties for late 
payments from overdue accounts. These funds, on principle, can only be 
spent on charitable activities. These funds can be integrated with microfi-

10 This cannot be done by those MFIs in Bangladesh that take funds from government funding 
agency (PKSF), as a condition attached for funding is that the beneficiaries should start paying 
instalments of equal amounts within two weeks of the disbursement of funds.



132
The European Journal of Management 
and Public Policy • Vol.3, No.1 (2004)

nancing either as outright grants or interest-free loans (qard-hasan). This will 
not only prevent diversion of funds from investment to consumption by the 
poor, but also act as an added financial incentive to repay the funds taken for 
microentrepreneurs.

6.  An example of microfinancing by Islamic bank: 
Rural Development Scheme of Islami Bank Bangladesh Lim-
ited11 

The Rural Development Scheme (RDS) of the Islami Bank Bangladesh Lim-
ited (IBBL) was initiated in 1995 and began operations in 1996 to cater to the 
investment needs of poor microentrepreneurs, particularly in the rural areas. 
The RDS is funded from IBBL’s general investment fund. As of September 
1999, the RDS has provided microfinance services in 812 villages from 52 
branches of the IBBL. A total of Tk.12 243.58 million was disbursed at a 12 per 
cent rate of return13 to 23,184 clients (organised in 7,012 groups and 1,733 
centres) with a recovery rate of 99 per cent. IBBL also manages the Islamic 
Bank Foundation (IBF), a fund created from zakat, charity donations and 
income of the bank that cannot be included in the profits of the bank. 

In line with the social dimension of its operations, the objective of the RDS 
is to eliminate rural poverty through a community development approach. 
The target group of the RDS is the rural poor, defined as the landless or those 
households having less than 0.5 acres of arable land. Other than providing 
finance for microenterprises to generate income, the RDS also focuses on 
health, sanitation and the education of its beneficiaries. The dominant mode 
of financing used by RDS is bai-muajjal (deferred-price sale). The scheme us-
es the group-based format of the MFIs outlined above. Small amounts (rang-
ing from Tk. 3,000 to Tk. 25,000) are given to individuals and repaid back 
in small weekly instalments. No physical collateral is required for obtaining 
funds. Instead, social collateral is introduced by forming groups and centres. 
The clients save Tk. 5 per week as personal savings and have to give Tk. 1 per 
week for the centre fund. Note that 2 per cent of the 12 per cent rate of return 
charged goes to a risk fund that is used to repay instalments of beneficiaries 
facing unusual problems and in case of emergencies.   

As with Islamic MFIs, the RDS deals with the family via the women. The 
Islamic approach of targeting the family and using Islamic modes of financ-
ing eliminates, to a large extent, asymmetric information problems arising in 
conventional microfinancing. As mentioned earlier, this approach mitigates 

11 The information provided in this section is based on a field survey on Rural Development 
Scheme and interviews with officials of Islami Bank Bangladesh Limited. 
12 Taka (abbreviated Tk.) is the currency of Bangladesh (1US$ =51Tk. in 1999).
13 The 12 per cent rate of return is broken down as bank profit (6 per cent), supervision charge (4 
per cent) and risk fund (2 per cent).
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the adverse selection and moral hazard problems resulting from the fact that 
the intended use and user are different from the actual use and user of the 
funds. As Islamic modes of financing involve a real transaction, the moral 
hazard problem arising from the use of funds for purposes other than those 
intended is also eliminated. Other elements of the operations of the RDS are 
discussed below.

a) Profitability/viability 
Figures in Table 2 below, show the cumulative accounts of the RDS up to De-
cember 31, 1998 and will form the basis for discussion on RDS profitability. 
Note that only variable costs, that is expenditure by the field supervisors and 
their expenses, (including depreciation of motor cycles, fuel costs, and other 
related expenditures) are incurred by the RDS. The fixed costs of rent and 
utilities and other fixed costs, such as furniture, do not appear as the RDS 
operates from the bank branch premises and does not have to pay for these 
services.

Table 2. – INCOME AND EXPENDITURE OF RDS UP TO DECEMBER 31, 1998

Income Amount (in millions)
Income from Investment (at 6% RR) Tk. 7.377 
Income from Supervision Fund (at 4%) Tk. 5.037 
Amount of Risk Fund (at 2%) Tk. 2.508 
Expenditure
Salary of Field Supervisors Tk. 6.558 
Other Operational Costs (Depreciation of Motor cycles, 
fuel costs, etc.) Tk. 1.422 

Salary of Project Officer Tk. 3.876 
(Opportunity) Cost of Funds 
(Tk. 64.4 million at 7.07 at per cent) Tk. 4.553

Source: Documents provided by Rural Development Scheme, Bangladesh Islami Bank Limited.

If all the items of income and expenditure in Table 2 are used to calculate the 
profit of the RDS, it appears to be operating at a loss. This figure, however, 
may be misleading due to the following factors. 
i) The rate of return charged by the RDS (i.e. 12 per cent) is lower than most 
MFIs operating in Bangladesh that have rates of return/interest rate in the 
range of 16-20 per cent. By charging a lower rate of return than the market 
rate, the RDS is essentially subsidising the microentrepreneurs. As a result, 
the income from investments is relatively lower than that of the MFIs. 
ii) A major part of the expenditure goes to the salary of the project officer. The 
project officer, however, devotes only part of his time to the RDS activities, 
as he is an officer of the bank overseeing the activities of the RDS. Payment 

14 For example, Grameen Bank charges an interest rate of 20 percent. Al-Fallah, Noble, and Rescue, 
three Islamic MFIs operating in Bangladesh, charge a rate of return of 16 percent (Ahmed, 2002). 
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of full salaries to the project officer is an over-estimation of the expenditures 
for the RDS.
iii) The opportunity cost of funds used in microfinancing is calculated at an 
average of 7.07 per cent given to depositors of the IBBL. This may, however, 
be misleading for the following reasons. First, the IBBL, like other Islamic 
banks, has a large amount of liquid funds due to the lack of Islamic money 
market instruments. In 1998, cash held by IBBL was Tk. 8,247.8 million mak-
ing the RDS disbursements only 0.47 per cent. Second, the amount needed for 
microfinance is miniscule compared to the total assets of the IBBL. In 1998, a 
disbursement of Tk. 39.1 million to the rural poor under the RDS is only 0.13 
per cent of the IBBL’s assets (of Tk. 30843.9 million). Given these facts, the 
opportunity cost of using the funds for microfinancing is close to nil. 
Given the above qualifications, different scenarios regarding the profitability/
viability of the RDS can be arrived at. These are summarised in Table 3.

Table 3. – PROFIT/LOSS OF RDS UNDER DIFFERENT ASSUMPTIONS (IN MIL-
LIONS OF TAKAS)

Income Expenditure Profit
Case 1: Total income – total expenditure 14.922 16.409 -1.487
Case 2: Adjusted Exp. 
(less opportunity costs of funds) 14.922 11.856 3.066

Case 3: Adjusted Exp. 
(less Project officers salary) 14.922 12.533 2.389

Case 4: Adjusted income 
(16 per cent rate of return) 19.896 16.409 3.487

Case 5: Adjusted income & expenditure 
(Cases 2 & 4) 19.896 11.856 8.04

Case 6: Adjusted income & expenditure 
(Cases 3 & 4) 19.896 12.533 7.363

Case 7: Adjusted income & expenditure 
(Cases 2, 3, & 4) 19.896 7.98 11.916

When expenditures on all heads are included (salaries of the project officer 
and opportunity cost of funds) then the RDS incurs a loss of Tk. 1.487 mil-
lion. As mentioned above, however, the funds are provided to beneficiaries at 
below the market rates and a couple of expenditure heads cannot be directly 
charged to the RDS. When these adjustments are made, the RDS operates at 
positive levels of profit. Different cases involving these adjustments are possi-
ble. If the cost of the fund is excluded (as the opportunity cost of these funds 
is close to zero), then the RDS operates at a profit of Tk. 3.066 million (Case 
2 in Table 3). Similarly, when salaries of project officers are excluded (as they 
work only part-time for RDS) the scheme earns a profit of Tk. 2.389 million 
(Case 3). 
On the income side, note that the income figure is based on a rate of return of 
12 per cent. To cover all expenditures during the period (including the cost of 
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capital and project officers’ salaries), the breakeven rate of return is estimated 
at 13.2 per cent. The rate of return charged by the RDS is much lower than 
that charged by other MFIs. If the income of the RDS is calculated at the 
lowest rate of return of 16 per cent charged by other Islamic MFIs, then the 
profit with this rate of return under different assumptions of expenditures are 
shown in Cases 4-7. Note that the RDS would operate on profit at a 16 per 
cent rate of return, even when the cost of funds and salaries of project officers 
are included (case 4). The largest profit is derived when all the adjustments in 
costs and income heads are made (Case 7). 

b) Quality of Service 

The quality of service provided by the RDS will be much better than Islamic 
MFIs for several reasons. First, the IBBL can attract better employees as they 
offer a better benefit package. Not only do field supervisors received better 
pay, but they also receive other benefits associated with working in an es-
tablished financial institution. Second, all employees in the RDS are trained 
at the Islami Bank Training Academy at no extra cost to them. The high 
quality in-house training provided by professionals in the training Academy 
improves the skills of the workers increasing their productivity. Third, the 
field level workers can perform their banking services more efficiently due 
to better logistics support. For example, whereas field workers of most Is-
lamic MFIs use bicycles to go to the weekly meetings and visit beneficiaries, 
those of the RDS use motorcycles. Fourth, RDS employs sufficient workers to 
keep an ideal employee/beneficiary ratio. This helps them to monitor clients 
and supervise the funds more efficiently. Fifth, as the RDS is not dependent 
on external sources for funds, it can frame its program in a manner that is 
suitable to the beneficiaries. For certain activities, an instalment repayment 
scheme that corresponds to the income stream of the funded activity can be 
arranged. This practice does not burden the beneficiaries when there is no 
income generated from the investment.

c) Complementary Poverty Reduction Program 

The RDS has been successful in integrating other support programs together 
with the microfinance scheme. As mentioned earlier, poverty induces people 
to divert funds to consumption and purchase of other assets. The RDS uses 
funds from the Islami Bank Foundation for a complementary program for 
asset building. The clients can obtain interest-free loans (qard-hasan) from 
this fund to buy assets (like tube wells) and housing. This not only builds the 
asset base of the beneficiaries, but also affects the repayment rate positively as 
funds are not diverted for non-productive purposes. Furthermore, as default 
and arrears disqualify beneficiaries to obtain interest-free loans, this facility 
acts as an incentive for them to repay the instalments on time. 
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7. Conclusion

A distinguishing feature of the Islamic banks is the social role in their op-
erations. As microfinancing enables the increase in income and wealth of 
the poor, it is considered a new paradigm to poverty alleviation and brings 
about development. The paper argues that the social aspect of Islamic banks 
can be best realised by financing the poor mircoentrepreneur. The paper dis-
cusses the operations of conventional MFIs and examines their strengths and 
weaknesses. While conventional MFIs have successfully resolved the credit 
risk problem by instituting group-based lending and collecting weekly in-
stalments, the problem of economic viability still pose difficulties to them. 
As group-lending and weekly repayments effectively resolve the credit risk 
problem in financing the poor, these aspects can be adopted by Islamic banks 
providing microfinance. 

The paper contends that Islamic banks can provide microfinancing by avoid-
ing certain problems faced by conventional and Islamic MFIs. Theoretical 
arguments are given to show that microfinance can be provided to the poor 
more efficiently and effectively by Islamic banks than by MFIs. Well-estab-
lished Islamic banks can benefit from their scale of operations. As Islamic 
banks do not depend on external sources, their microfinance scheme can 
adapt to cater to the special needs of the beneficiaries. Islamic banks can also 
operate a complementary support program together with microfinancing to 
target the core poor.

The paper presents a strong case for Islamic banks to facilitate wealth crea-
tion of the poor through involvement in microfinancing. As more and more 
conventional banks begin to provide Islamic financial services, the ‘spirit’ of 
Islamic banks reflected by their social role will distinguish Islamic institutions 
from non-Islamic. Contrary to what one might believe, the paper shows that 
implementing the social function by financing the poor will not be a financial 
burden to Islamic banks. Instead, Islamic banks are predisposed to provide 
microfinance in a win-win situation. That is, Islamic banks can operate mi-
crofinance programs at no extra cost and improve the economic conditions of 
the poor. Experience from the RDS of the Islamic Bank Bangladesh Limited 
and Islamic Development Bank supports this fact. 
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